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PROPOSALS  TO  STRENGTHEN  THE  SBIC 
PROGRAM 


TUESDAY,  DECEMBER  12,  1995 

United  States  Senate, 
Committee  on  Small  Business, 

Washington,  DC. 
The  Committee  met,  pursuant  to  notice,  at  9:37  a.m.,  in  room 
428-A,  Russell  Senate  Office  Building,  the  Honorable  Christopher 
S.  Bond,  Chairman  of  the  Committee,  presiding. 
Present:  Senators  Bond,  Frist,  and  Bumpers. 

OPENING  STATEMENT  OF  THE  HONORABLE  CHRISTOPHER  S. 
BOND,  CHATRMAN,  COMMITTEE  ON  SMALL  BUSINESS,  AND  A 
UNITED  STATES  SENATOR  FROM  MISSOURI 

Chairman  BOND.  Good  morning  and  welcome  to  this  hearing  on 
the  Small  Business  Investment  Company  program.  Earlier  this 
year  the  Committee  received  testimony  confirming  the  important 
role  SBICs  play  in  serving  the  financing  needs  of  the  small  busi- 
ness sector  of  our  economy.  We  have  all  read  recently  about  the 
ready  availability  of  venture  capital  funds  on  Wall  Street.  Unfortu- 
nately, this  money  is  rarely  invested  in  small  businesses.  Rather, 
it  is  targeted  for  larger  investments  with  greater  dollar  potential 
payoff's.  SBICs,  on  the  other  hand,  target  their  investments  to 
small  businesses  that  usually  are  ignored  by  the  larger  institu- 
tional investors. 

Today  we  will  identify  and  evaluate  some  steps  SBA  has  been 
taking  to  improve  the  SBIC  program,  and  we  will  begin  to  consider 
other  improvements  requiring  legislation  from  this  Committee.  We 
also  will  be  having  further  hearings  as  we  have  received  informa- 
tion on  problems  within  SBICs  and  SSBICs  as  will  be  discussed 
later  on  today.  But  we  are  looking  forward  to  hearing  the  com- 
ments of  our  SBA  witnesses  and  the  views  of  representatives  of  the 
small  business  investment  companies  here  today. 

I  think  anyone  who  examines  the  history  of  the  SBIC  program 
surely  would  join  with  me  in  expressing  some  disappointment  in 
the  track  record  of  the  program.  The  program  has  suffered  isolated 
instances  of  abuse  and  mismanagement  and  has  had  a  high  loss 
rate.  However,  I  intend  for  this  Committee  to  do  more  than  just 
serve  as  a  forum  for  talking  about  those  problems  and  rehashing 
the  horror  stories.  Growing  companies  that  depend  on  SBIC  financ- 
ing expect  us  to  act,  not  just  point  fingers.  Our  mission  as  careful 
legislators  and  trustees  of  public  resources  is  to  strengthen  and  en- 
hance the  program  to  ensure  that  it  can  achieve  its  important  ob- 
jectives. 

(l) 


Last  year  when  this  Committee  reauthorized  SBA  for  3  years,  we 
set  maximum  program  levels  of  $860  million  and  $1.1  billion  for 
the  SBIC  program  during  fiscal  years  1996  and  1997.  Based  on  the 
fiscal  year  1996  appropriations  for  SBICs  and  the  conference  report 
passed  by  the  Congress,  we  will  have  a  SBIC  program  of  only  $381 
million  under  the  subsidy  rate  currently  in  effect,  less  than  half  of 
what  we  authorized  for  1996  and  barely  one  third  of  the  authorized 
level  for  1997. 

Now  there  are  some  who  are  forecasting  that  the  more  favorable 
economic  assumptions  from  the  CBO  will  result  in  additional  re- 
sources being  allocated  to  several  of  the  appropriations  committees 
in  which  I  have  great  interest,  including  Commerce,  State,  and 
Justice.  At  this  point,  however,  we  are  not  in  any  position  to  count 
on  that.  That  is  a  proposal  that  has  definitely  not  been  locked  in 
and  no  final  agreement  has  been  reached. 

As  this  Congress  pursues  its  mandate  to  reduce  Federal  spending 
and  balance  the  budget,  increased  appropriations  for  the  program 
are  at  best  questionable  and  certainly  not  too  likely.  But  if  we  leg- 
islate strict  licensing  and  oversight  requirements  to  ensure  busi- 
nesslike and  accountable  operations  by  SBICs  and  by  those  at  SBA 
implementing  the  program,  I  believe  we  can  reduce  the  credit  sub- 
sidy rate  and  stretch  the  available  appropriations  much  further. 

I  know  members  in  the  SBIC  industry  acknowledge  the  substan- 
tial benefits  of  low-cost  leverage  through  SBA  guaranteed  borrow- 
ings. We  will  need  to  call  on  them  to  help  us  reduce  the  program's 
cost  in  order  to  increase  the  availability  of  that  leverage  for  a  grow- 
ing number  of  SBIC  licensees.  I  am  very  interested  in  receiving 
input  from  the  SBICs  on  how  best  to  accomplish  this  while  leaving 
in  place  a  reasonable  incentive  for  those  venture  firms  to  focus  on 
small  business  investing. 

Within  the  SBIC  program,  specialized  SBICs  licensed  to  make  in- 
vestments only  in  minority-owned  businesses  have  proven  exces- 
sively costly  to  taxpayers  for  a  variety  of  reasons,  some  relating  to 
the  program's  structure  and  some  relating  to  the  business  practices 
of  certain  SSBICs.  No  money  was  appropriated  by  Congress  for 
SSBICs  for  fiscal  1996,  so  no  new  taxpayer  money  will  be  placed 
at  risk  under  the  SSBIC  program  as  currently  structured. 

I  believe  the  best  thing  we  can  do  for  all  small  businesses,  in- 
cluding those  owned  by  minorities,  is  to  increase  the  SBIC  capital 
pool  available  for  investment.  This  can  be  done  by  ensuring  that 
all  SBICs  are  well  capitalized  with  private  investment  money,  and 
that  they  have  a  track  record  of  experience  that  indicates  their 
ability  to  make  sound  investments.  Along  these  lines,  I  believe  that 
we  should  explore  whether  there  are  ways  to  keep  well-qualified 
and  well-capitalized  venture  professionals  that  have  been  operating 
as  SSBICs  in  the  SBIC  program  under  rules  that  apply  equally  to 
all  participants. 

The  first  panel  this  morning  includes  Mr.  George  M.  Miller, 
president  and  chief  executive  officer  of  Sirrom  Capital  Corporation 
in  Nashville,  Tennessee;  Mr.  C.  Walter  Dick,  vice  president,  Pio- 
neer Capital  Corporation  and  general  partner  of  Pioneer  Ventures, 
L.P.  I  and  L.P.  II  of  Boston,  Massachusetts;  Mr.  Keith  R.  Fox,  gen- 
eral partner  of  Exeter  Venture  Lenders,  L.P.  in  New  York;  and  Mr. 


Stanley  W.  Tucker,  chief  executive  officer  of  MMG  Ventures,  L.P., 
Baltimore,  Maryland. 

Gentlemen,  we  are  delighted  to  have  you  with  us  today.  Obvi- 
ously there  are  many  other  things  going  on  in  the  Senate.  There 
are  meetings  being  held  all  over  the  Hill.  So  your  full  statments 
will  be  included  in  the  record.  We  would  invite  you  to  summarize 
your  comments  today  and  try  to  stay  within  the  5-minute  time- 
frame that  we  have  outlined.  We  will  share,  of  course,  your  com- 
plete testimony  as  submitted,  as  well  as  your  oral  testimony  and 
answers  to  questions.  Those  will  be  available  to  the  committee  and 
its  staff  as  we  proceed  on  our  work  in  this  very  important  area. 

So  with  that  I  would  like  to  begin  and  call  on  Mr.  Miller  to  tes- 
tify. 

STATEMENT  OF  C.  "WALTER"  DICK,  VICE  PRESIDENT,  PIO- 
NEER CAPITAL  CORPORATION  AND  GENERAL  PARTNER, 
PIONEER  VENTURES  LIMITED  PARTNERSHIP  I  AND  PIO- 
NEER VENTURES  LIMITED  PARTNERSHIP  II,  BOSTON,  MAS- 
SACHUSETTS 

Mr.  Dick.  Actually,  would  it  be  all  right,  Mr.  Chairman,  if  I  led 
it  off?  We  have  a  lot- 
Chairman  Bond.  You  have  your  own  game  plan. 

Mr.  Dick.  We  do. 

Chairman  Bond.  Mr.  Dick,  you  are  No.  1. 

Mr.  Dick.  Thank  you  very  much  for  allowing  me  to  testify.  My 
name  is  Walter  Dick.  I  am  one  of  four  general  partners  for  three 
venture  funds  in  Boston,  two  of  which  are  SBICs.  One  is  a  deben- 
ture SBIC  and  the  other  is  a  participating  security  SBIC. 

I  would  like  to  cover  four  main  topics.  The  biggest  issue  facing 
small  business  today  is  a  lack  of  long-term  capital.  There  is  a  gap 
in  the  marketplace,  and  it  is  not  being  met  by  venture  firms.  Sec- 
ond, that  SBICs  are  viable  sources  of  long-term  capital.  They  are 
filling  that  gap.  The  third  is  new  SBIC  program  issues,  including 
funding  and  administration.  And  last  is  that  the  returns  from  the 
program  have  far  exceeded  the  cost  of  the  program.  I  would  offer 
our  firm  as  an  example  of  that. 

Small  businesses  are  not  able  to  obtain  capital  in  the  amounts 
of  half  a  million  to  three  million  dollars.  Banks  are  not  providing 
it;  angels  are  not  providing  it;  and  venture  capital  firms  are  not 
providing  it.  There  is  roughly  $4  billion  of  capital  that  comes  into 
the  venture  industry  every  year.  Of  that,  81  percent  goes  to  ven- 
ture firms  that  are  managing  in  excess  of  $75  million.  What  that 
means  is  that  they  are  not  able  to  make  investments  of  less  than 
$3  million.  They  target  larger  businesses  and  larger  scale  startups 
and  they  operate  on  a  national  or  on  an  international  basis. 

Second,  the  number  of  venture  capital  firms  making  smaller  in- 
vestments has  dropped  dramatically.  In  New  England,  we  took  a 
poll  of  active  firms  that  managed  less  than  $75  million  and  that 
has  dropped  from  67  firms  to  29  firms  from  1989  to  1994.  So  there 
is  a  gap  in  the  marketplace  that  is  not  being  met. 

In  terms  of  the  new  SBIC  program  issues,  the  biggest  issue  that 
we  face  today  is  a  funding  constraint.  The  current  appropriations 
are  not  adequate  to  meet  demand.  We  need  incremental  and  de- 
pendable growth  and  funding.  I  would  urge  you  to  remember  that 


for  each  dollar  that  you  approve  in  terms  of  budget,  it  means 
roughly  eight  dollars  of  capital  to  small  businesses.  To  put  that  in 
perspective,  this  year  the  budget  of  roughly  $44  million  will  equate 
to  $380  million  of  long-term  capital  for  small  business.  You  have 
made  the  system  much  safer  through  all  of  the  changes  in  the  1992 
revision. 

Providing  adequate  capital  will  reduce  that  risk  even  further  by 
providing  you  with  diversification  in  terms  of  investments  in  our 
portfolios.  Second,  it  will  allow  us  to  protect  our  own  investments 
in  later  rounds  of  financing. 

In  terms  of  administration,  we  endorse  the  notion  that  you  would 
subcontract  out  appropriate  services  to  match  a  skill  set  with  the 
needs.  And  last,  in  terms  of  the  administration,  the  Reinvention 
Council  recommendation  recommended  a  zero  subsidy  rate.  My 
partners  and  I  believe  that  that  is  a  very,  very  high  risk.  Right 
now,  we  are  willing  to  pay  a  portion  of  the  increased  cost  in  an  ef- 
fort to  bring  down  the  subsidy  rate.  But  taking  that  subsidy  rate 
to  zero  will  raise  the  cost  of  the  program  to  us  to  the  extent  that 
returns  will  be  decreased  and  private  capital  will  not  be  available 
for  us. 

I  would  like  to  offer  Pioneer  Capital  as  an  example.  We  were 
founded  in  1981.  I  am  offering  this  as  an  example  of  the  new  pro- 
gram. 

Senator  Bumpers.  There  is  another  thing  on  that  easel  there. 
Could  you  move  that  up?  There  are  two  things  up  at  the  top  you 
can  pull  out  and  move  that  up.  It  makes  it  a  little  more  visible. 
Thank  you. 

Mr.  Dick.  Pioneer  was  founded  in  1981.  We  manage  $60  million 
across  three  funds,  two  of  which  are  SBICs.  My  partners  and  I 
have  a  fair  amount  of  experience  in  venture  capital,  over  four  dec- 
ades and  we  have  41  years  of  SBIC  management  experience.  I  have 
included  a  one-line  bio  on  my  partners  in  my  testimony,  which  you 
can  look  at  if  you  would  like.  The  returns  from  all  of  our  prior 
deals  have  been  in  the  top  25  percent  of  all  venture  funds  formed 
in  the  last  decade,  so  we  are  proud  of  those  returns  and  we  feel 
that  we  are  a  good  representative  of  the  new  program. 

I  would  like  to  use  our  first  SBIC  as  an  example  of  the  program. 
Pioneer  Ventures  made  $18  million  of  investment  in  27  companies 
in  a  diversified  portfolio.  That  $18  million  returned  $27  million. 
The  composition  of  the  $18  million  that  we  invested  was  $5  million 
from  the  SB  A  and  $13  million  of  private  capital.  In  terms  of  the 
creation  of  jobs,  this  is  a  very  efficient  job  creator.  There  were 
6,700  jobs  created  in  our  portfolio  companies  from  the  time  of  our 
investment  through  1994.  That  is  about  $3,000  per  job  in  terms  of 
capital  invested  and  it  is  about  $800  per  job  for  SBA  capital  invest- 
ment. 

In  terms  of  the  returns  to  the  Government,  we  have  paid  roughly 
$2  million  of  interest  over  the  last  10  years.  Our  portfolio  compa- 
nies last  year  paid  $38  million  of  Federal,  State,  and  local  taxes, 
and  I  would  say  that  that  is  an  eight  to  one  return  on  your  money 
invested  in  1994  alone. 

So  to  summarize,  there  is  a  gap  in  the  marketplace  that  is  not 
being  met  by  venture  capital  firms,  banks,  and  angels.  The  SBICs 
fill  that  gap.  Second,  you  need  to  provide  us  with  adequate  capital 


so  that  we  are  able  to  predict  and  meet  the  needs  of  our  portfolio 
companies.  Third,  subcontract  out  the  services  to  match  the  needs 
with  skill  sets  and  to  reduce  cost.  And  fourth,  please  consider  the 
implication  of  the  zero  subsidy  rate.  Thank  you. 
[The  prepared  statement  and  attachments  of  Mr.  Dick  follow:] 
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Introduction 

Good  Morning.  My  name  is  Walter  Dick,  and  I  am  pleased  to  be  able  to  testify  on  behalf  of 
the  SBIC  industry.  I  am  one  of  four  managing  partners  for  three  venture  funds,  two  of 
which  are  SBIC's.  Pioneer  Capital  is  a  corporate  venture  fund  and  the  venture  manager  for 
Pioneer  Ventures  LP.  and  Pioneer  Ventures  LP  II.  Pioneer  Ventures  LP.  is  a  debenture 
SBIC  that  was  licensed  in  1986,  and  Pioneer  Ventures  LP.  II  is  a  participating  security 
SBIC  that  was  licensed  in  1995. 

Collectively,  my  partners  and  I  manage  $60  million  of  venture  capital  and  have  over  4 
decades  of  experience  in  both  venture  capital  and  the  SBIC  program.  I  have  been  in  the 
venture  business  for  1 1  years,  have  an  equivalent  amount  of  experience  with  the  SBIC 
program,  and  have  made  approximately  30  investments  under  the  SBIC  program  to  Small 
Business  Concerns. 

Today's  testimony  will  cover  five  broad  areas  or  topics,  all  from  the  perspective  of  a 
portfolio  manager  for  the  SBIC  program  and  industry  participant,  and  then  I  would  like  to 
review  the  investment,  returns  and  the  economic  impact  of  Pioneer  Ventures  L.  P.  as  an 
example  of  a  Small  Business  Investment  Company. 


Small  Business  Investment  Company  Program 

Biggest  Issue  facing  Small  Business  -  Sources  of  Long  Term  Capital 

The  biggest  issue  facing  small  business  is  the  lack  of  long  term  capital.  Traditional  sources 
of  long  term  capital  have  historically  included  banks,  so  called  "angel"  investors  and 
traditional  venture  capital  firms.  There  is  a  gap  in  the  market  for  long  term  capital  that  is 
not  being  addressed  by  banks,  angel  investors  or  venture  capital  firms.  The  lack  of  capital  is 
particularly  acute  for  small  business  concerns  that  need  S500K  to  $3  million,  and  which  are 
involved  in  non  technology  business  and  are  not  located  in  an  urban  environment. 

Banks  \ 

Banks  are  not  considered  a  reliable  source  of  long  term  capital  for  small  business  concerns. 

Real  estate  losses  and  increased  regulatory  pressure  in  the  1980s  created  a  need  for  more 
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conservative  lending  policies  and  increasing  capital  requirements  have  reduced  an  already 
low  risk  profile  for  banks.  Operating  within  an  environment  that  is  highly  regulated  and 
very  competitive,  banks  have  become  more  risk  averse  and  are  targeting  large  firms  with 
predicable  earnings,  cash  flow  and  collateral. 

Angel  Investors 

Angel  investors,  which  are  high  net  worth  individuals,  do  not  represent  a  significant  source 
of  long  term  capital  for  businesses  and  it  is  our  belief  that  this  source  represents  a  declining 
sector  in  terms  of  capital  sources.  According  to  a  study  published  by  the  University  of  New 
Hampshire,  there  was  a  49%  drop  in  the  number  of  investments  made  by  angels  between 
1987  and  1991. 

Venture  Capital 

The  venture  capital  industry  has  grown  from  a  handful  of  funds  managing  about  $1  billion  in 
1978  to  over  600  firms  managing  $36  billion  today.  This  growth  was  the  result  of  generally 
high  returns  for  venture  capital  funds  formed  in  the  1970s  and  the  clarification  of  the 
Department  of  Labor  regulations  which  allowed  pensions  to  invest  in  venture  capital. 

The  tremendous  inflow  of  funds  into  venture  capital  partnerships  from  approximately  $1 
billion  in  1978  to  $4.2  billion  in  1987  resulted  in  a  very  competitive  environment  during 
much  of  the  1980s.  A  scarcity  of  attractive  deals,  combined  with  relatively  inexperienced 
venture  capital  managers  and  the  tremendous  influx  of  funds  resulted  in  generally  poor 
returns  (average  returns  for  funds  formed  from  1981  to  1984  ranged  from  1.9%  to  6.7%, 
according  to  statistics  compiled  by  Venture  Economics,  Inc.) 

In  response  to  the  poor  returns,  most  categories  of  investors  reduced  the  amounts  invested 
in  venture  capital.  Pensions  (which  comprise  over  50%  of  the  money  invested  in  venture 
capital)  also  reduced  the  number  of  venture  capital  partnerships  in  their  alternative  asset 
portfolio  in  order  to  reduce  monitoring  and  administrative  requirements. 

This  consolidation  has  favored  the  largest  venture  capital  firms  while  many  smaller  venture 
capital  funds  have  been  unable  to  raise  new  funds.  There  are  now  fewer,  larger  venture 
funds,  which  because  of  the  economics  of  the  industry  have  1)  made  larger  investments, 
typically  with  a  $3  million  investment  minimum  and  a  target  of  $4  to  $6  million  per  company 
over  the  life  of  the  investment;  2)  invested  in  successively  more  mature,  often  profitable 
companies  (or  conversely,  large  scale  technology  startups);  and  3)  invested  on  a  national  or 
international  scale. 

The  venture  industry  now  manages  approximately  $36  billion  and  the  capital  inflow  to  all 
venture  firms  reached  a  recent  high  in  1994  of  approximately  $4.2  billion    However,  81% 
or  $3.4  billion  of  the  new  moneys  committed  to  venture  capital  industry  went  to  venture 
capital  firms  which  manage  more  than  $75  million.  The  percentage  of  annual  commitments 
made  to  large  (>$75  million)  venture  funds  has  increased  steadily,  reflecting  the 
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consolidation  of  the  industry  into  fewer,  larger  funds.  The  significance  of  the  $75  million 
under  management  is  that  the  economics  of  the  industry  prevent  this  size  category  of  funds 
from  making  investments  of  less  than  $3  million. 

The  number  of  venture  capital  firms  making  smaller  investments  (S500K  to  $3  million)  is 
decreasing.  We  estimate  that  in  New  England  the  number  of  active  venture  capital  firms 
managing  less  than  $75  million  has  decreased  from  67  firms  in  1989  to  29  firms  in  1994. 
The  impact  of  this  trend  on  the  small  business  capital  market  is  that  there  are  fewer  sources 
of  capital  that  are  willing  and  able  to  make  a  minimum  investment  of  less  than  $3  million  to 
$5  million. 

The  trend  to  fewer,  larger  venture  capital  funds  has  created  a  gap  in  the  long  term  capital 
market  for  small  businesses  which  need  $500K  to  $3  million.  That  need  is  particularly  acute 
for  businesses  which  are  non-technology  based  and  are  involved  in  basic  manufacturing, 
distribution  or  services. 

A  comparison  of  venture  capital  firms  and  SBIC's  would  reflect  the  following: 

VC  FIRM  SBIC 

Minimum  Investment      $1  -  $3  Million  $200K  -  $1  Million 

Targeted  Investment       $  3  -  $6  Million         $500K  -  $3  Million 
Industry  Target  Technology  Technology  &  Non  technology 

Geographic  Scope  National  Regional 


SBIC's  are  a  Viable  Source  of  Long  Term  Capital  for  Small  Business  Concerns 

SBIC's  are  a  viable  source  of  long  term  capital  for  small  business  concerns.  The  SBIC 
industry  has  provided  approximately  $1 1  billion  to  100,000  small  business  concerns.  Over 
the  history  of  the  program  the  returns  to  the  U.S.  Government  have  been  positive,  7.6% 
IRR  from  1966  to  1990  for  regular  SBIC's  (1992  I.A.C.  Report).  The  taxes  paid  by 
portfolio  companies  were  not  included  in  the  analysis  nor  were  the  employment  gains.  We 
have  compiled  data  for  Pioneer  Ventures  LP.  on  the  economic  impact  of  our  investments 
and  I  will  share  that  information  with  you  at  the  conclusion  of  my  testimony. 

SBIC's  provide  investments  which  are  sized  to  address  the  current  gap  in  the  long  term 
capital  market.  The  average  SBIC  licensed  over  the  last  two  years  has  an  average  private 
capital  base  of  approximately  $13  million,  which  equates  to  an  average  investment  size  of 
$500K  to  $2.5  million    Lastly,  SBIC's  invest  in  both  technology  based  and  non-technology 
based  businesses.  This  last  attribute  is  of  particular  importance  outside  of  urban  areas. 
SBIC's  in  almost  all  cases  invest  locally  and  this  regional  focus  benefits  returns  because  the 
portfolio  managers  are  able  to  spend  more  time  with  their  portfolio  companies  and  the  focus 
leverages  local  and  state  taxes  and  employment  gains. 
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New  SBIC  Program  Reduces  Risk  To  U.S.  Gov't  and  Taxpayer 

The  SB  A  has  recently  implemented  a  significant  number  of  policy  and  structural  changes 
which  have  significantly  improved  the  quality  of  managers  and  reduced  the  risk  of  the  SBIC 
program  to  the  government.  Management,  in  almost  all  cases,  has  a  documented  history  of 
high  returns,  significant  experience  in  private  equity  investment  and  the  added  endorsement 
of  institutional,  third  party  investors.  The  increased  capital  requirements  of  the  new 
program  for  SBIC's  will  raise  the  level  of  expertise  required  for  licensing,  and  ensure  the 
economic  viability  of  the  management  of  the  investments  over  the  life  of  the  SBIC.  In 
addition,  the  capital  that  has  been  raised,  some  $600  million  of  private  capital  of 
participating  securities  of  SBIC's  will  provide  $1.2  billion  to  $1.8  billion  of  new  capital  to 
small  business  concerns  nationwide.  Last,  the  SB  A  has  a  priority  return  of  the  money 
invested  in  terms  of  a  current  return  and  the  economic  incentives  for  the  program  are 
structured  correctly  to  provide  the  SB  A  a  cumulative  current  return,  a  share  of  the  profits 
(in  the  case  of  participating  securities),  the  return  of  capital  and  the  additional  benefit  of 
significant  taxes,  employment  gains  and  economic  expansion  on  a  local  level. 

New  SBIC  Program  Issues 

Funding 

The  new  SBIC  program  has  a  few  issues.  The  most  significant  and  immediate  is  the  funding 
constraint  that  participants  are  faced  with.  The  current  appropriations  are  insufficient  to 
meet  the  capital  demands  for  the  program.  We  need  incremental  and  moderate,  dependable 
growth  in  program  funding.  It  should  be  recognized  that  there  is  an  approximate  8: 1 
leverage  on  budget  dollars  to  capital  provided  to  small  business  concerns.  To  put  this  in 
perspective,  the  1996  appropriation  of  approximately  $44  million  will  provide  $380  million 
of  incremental  long  term  capital  to  small  business  concerns. 

Outsourcing 

Secondly,  in  terms  of  costs  of  administration,  we  believe  that  we  should  subcontract 
appropriate  services  to  match  skill  sets  with  needs  in  terms  of  regulating  the  industry.  It  is 
in  our  best  interest  to  have  uniform,  sound  regulation  of  the  industry  and  the  very  best 
management  teams  that  can  be  licensed.  Licensing  due  diligence,  exams  and  liquidation  are 
likely  areas,  although  the  licensing  final  decision  should  be  retained  by  the  SBA. 

Subsidy  Rate 

We  believe  that  the  blended  subsidy  rate,  and  in  particular  the  subsidy  rate  associated  with 
the  participating  securities  program  is  currently  too  high.  It  is  our  opinion  that  the  industry 
should  be  and  is  willing  to  pay  a  portion  of  increased  costs  to  reduce  the  subsidy  rate 
through  increased  fees,  priority  payments  and  exam  fees.  In  return  for  the  industry 
absorbing  a  greater  proportion  of  the  costs  of  the  program  we  would  like  to  have  the 
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assurance  that  funding  will  be  available  for  the  continued  and  predictable  support  of  the 
small  business  concerns  that  we  are  funding 

SBIC  Reinvention  Council  Recommendation 

We  also  believe  that  the  SBIC  Reinvention  Council  recommendation  to  reduce  the 
participating  security  subsidy  rate  to  zero  or  a  negative  figure  may  harm  the  SBIC  industry 
because  the  costs  associated  with  the  reduction  will  create  abnormally  low  returns  for  the 
industry  and  private  capital  sources    Currently,  the  "crossover"  point  (the  point  at  which  the 
gross  portfolio  return  for  an  SBIC  is  equivalent  to  a  traditional  VC  fund)  under  the  existing 
program  is  approximately  11.5%  to  12%.  This  means  that  at  a  gross  portfolio  rate  of  return 
of  12%  or  greater,  providers  of  private  capital  benefit  from  the  leverage  of  the  program,  and 
conversely  under  12%,  the  providers  of  private  capital  will  experience  lower  returns  than  a 
traditional  venture  capital  fund. 

Under  the  Reinvention  Council  recommendation  the  increased  fees  required  to  reduce  the 
subsidy  rate  to  zero  or  a  negative  figure  will  increase  the  crossover,  or  minimum  IRR  to 
14%  or  15%.  This  level  of  IRR  is  important  in  that  we  believe  that  the  increased  level  of 
gross  portfolio  return  required  to  equivocate  to  a  traditional  venture  capital  fund  is 
significantly  higher  than  median  returns  for  the  entire  venture  industry  over  the  last  decade 

Tax  Distributions 

Partnership  SBICs  must  be  able  to  make  distributions  to  limited  partners  for  the  payment  of 
taxes,  and  in  general  on  dates  other  than  those  prescribed  in  the  proposed  regulations.  If  I 
understand  this  issue  from  the  SBA's  perspective,  the  payment  activities  on  behalf  of  SBICs 
occur  on  calendar  quarter  dates,  when  the  SBA  has  scheduled  payments  to  third  parties 
from  the  prior  quarter.  Perhaps  the  establishment  of  an  escrow  function  that  will  allow  for 
payments  on  dates  other  than  calendar  quarter  end,  with  the  proceeds  for  the  SBA  held  in 
escrow  until  the  end  of  the  quarter. 

Definition  of  Equity  Security/Definition  of  Equity  Capital  Investment 

The  current  definitions  of  these  two  investment  categories  are  limiting.  Preferred  stock 
investments  should  be  able  to  have  a  liquidating  dividend  (that  does  not  exceed  Cost  of 
Money)  which  may  be  paid  at  redemption.  For  venture  capital  funds,  preferred  stock  with  a 
liquidating  dividend  is  the  instrument  that  is  used  in  virtually  all  financings.  Under  the 
proposed  definitions,  any  preferred  stock  financing  that  has  a  dividend  payable  upon 
redemption  (at  a  fixed  amount,  for  example  8%  per  annum)  will  be  classified  as  a  debt 
instrument    This  is  an  issue  because  we  are  expected  to  maintain  a  dollar  level  of  Equity 
Seettritv  Capital  Investments  equal  to  leverage  in  the  SBIC  and,  secondly  most  preferred 
stock  investments  will  be  classified  as  debt  instruments  by  the  SBA.  We  believe  that  the 
program  would  be  better  suited  if  portfolio  managers  were  able  to  protect  investment 
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ouitod  if  portfolio  managers  were  able  to  protoot  invoatmowt  downside  and  structure 
preferred  stock  deals  with  fixed,  liquidating  dividends  that  do  not  exceed  Cost  of  Money. 


Examination  Fees 

We  believe  that  the  industry  should  bear  some  of  the  increased  costs  that  will  reduce  the 
subsidy  rate.  However  the  fees  should  be  suitable  and  justifiable  based  upon  the  function  of 
the  fee  or  the  service.  Under  the  proposed  examination  fees,  we  will  pay  5X  to  6X  the  fees 
that  are  currently  being  paid  by  Pioneer  Ventures  LP.  and  Pioneer  Ventures  LP.  n.  The 
total  examination  costs  for  our  two  entities  will  go  from  approximately  $8,000  under  the 
existing  fee  structure  to  approximately  $47,000  under  the  proposed  fee  structure,  and  we 
are  told  that  the  proposed  fee  structure  as  outlined  in  draft  CFR  107  may  not  be  the  full 
extent  of  fees  that  are  charged.  We  believe  that  this  function  might  be  performed  by  an 
outside  party  at  significantly  lower  rates  than  those  proposed. 

Pioneer  Capital  as  an  Example 

Pioneer  Capital  Corporation  was  founded  in  1981  and  is  the  manager  of  an  aggregate  of  $60 
million  in  three  funds,  Pioneer  Capital  Corporation;  Pioneer  Ventures  Limited  Partnership  (a 
debenture  SBIC),  and  Pioneer  Ventures  Limited  Partnership  II  (a  participating  securities 
SBIC) 

The  four  general  partners  of  Pioneer  have  47  years  of  venture  capital  investment  experience 
and  41  years  of  SBIC  management  experience.  A  one  line  biography  of  the  partners  is  as 
follows: 

Frank  Polestra  -  14  years  venture  experience,  Yale  PhD,  10  years  SBIC  experience 
Chris  Lynch  -  17  years  venture  experience,  Harvard  /Colgate,  15  years  SBIC  experience 
Leigh  Michl  -  6  years  venture  experience,  BC/Bates,  6  years  SBIC  experience 
Walter  Dick  - 10  years  venture  experience,  Babson/Cornell,  10  years  SBIC  experience 

The  returns  for  the  four  general  partners  from  prior  periods  has  been  in  the  top  25%  of  the 
venture  capital  industry  as  measured  by  the  Venture  Economics  benchmark  study. 

Pioneer  Ventures  Limited  Partnership 

Pioneer  Ventures  Limited  Partnership  ("PVLP")  was  formed  in  1986  as  a  debenture  SBIC 
and  is  a  working  example  of  the  viability  of  the  program  and  demonstrates  the  tax  and 
employment  benefits  of  the  program  for  federal,  state  and  local  economies. 

Last  year  we  began  tracking  employment  growth  and  federal,  state  and  payroll  taxes  paid  by 
our  portfolio  companies.  We  recently  completed  the  1994  data  on  the  27  investments  made 
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by  PVLP  from  inception  through  1994.  The  results  show  that  the  SBIC  program  is  a 
government/private  sector  partnership  that  works. 

From  1986  to  1994  we  invested  $18  million  in  27  small  business  concerns,  in  a  wide  variety 
of  industries  and  in  both  early  and  later  stages  of  development.  We  borrowed  $4.95  million 
from  the  U.S.  Small  Business  Administration  to  supplement  $13  million  of  private  capital  to 
make  these  investments.  From  the  time  of  our  original  investment  to  the  end  of  1994  these 
27  small  businesses  created  6,700  jobs  and  paid  over  $38  million  in  federal,  state  and  payroll 
taxes  in  1994  alone. 

Investments/Funding/Returns 

From  the  inception  of  PVLP  through  1994  we  invested  in  a  diversified  group  of  Small 
Business  Concerns  located  in  New  England,  using  private  capital  and  funds  borrowed  from 
the  U.S.  Small  Business  Administration.  The  portfolio  consisted  of  both  technology  (60%) 
and  non-technology  (40%);  early  stage  (57%)  and  later  stage  (43%).  Those  investments 
have  returned  $27.2  million  of  realized  and  unrealized  gains: 

Investment  of  $18  million  in  27  companies  1986  -  1994 
$4.95  million  borrowed  from  the  U.S.  SBA 
$13  million  of  private  capital 

Return  of  $27.2  million,  an  18.6%  gross  portfolio  IRR 

Employment  Created  -  6J00  jobs 

The  27  small  business  concerns  invested  in  have  shown  substantial  job  growth  from  the  time 
of  the  original  investment  to  the  end  of  calendar  year  1994.  Moreover,  we  believe  our 
investments  have  been  very  efficient  in  terms  of  capital  cost/job  created. 

•  From  2,285  jobs  at  time  of  investment  to  8,973  as  of  12/3 1/94. 

•  6,688  jobs  created 

•  $2,685  investment  per  job  created 

Taxes  paid  -  $38.1  Million  in  Federal.  State  and  Payroll  in  1994. 

The  27  small  business  concerns  that  PVLP  invested  in  paid  more  than  $26.2  million  of  state 
and  federal  taxes  over  the  last  two  years  and  an  additional  $19.5  million  of  employer  paid 
taxes  for  payroll  in  1994: 

•  State  &  Federal  Taxes  Paid 

1994 -$18,481,000 
1993  -  $  7,769,000 

•  Payroll  fFICA  FUTA  SUTA) 
•       1994  -  $19,456,000 
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Government/Private  Sector  Partnership  that  works 

We  believe  that  the  data  is  compelling  as  to  the  utility  of  the  Small  Business  Investment 
Company  program  in  providing  the  fuel  for  economic  growth,  employment  growth  and 
return  to  the  American  taxpayer  in  the  form  of  local  and  federal  taxes  paid.  We  would  also 
like  to  point  out  that  the  funding  obtained  from  the  U.S.  Small  Business  Administration  has 
also  yielded  an  additional  $1.95  million  of  interest  payments  to  the  U.S.  SBA  over  the  term 
of  our  investment  period  and  is  being  repaid  under  the  original  terms  of  the  notes. 

Summary 

In  summary,  the  SBIC  program  addresses  a  need  for  capital  by  small  businesses  that  is  not 
provided  by  traditional  sources  of  capital.  The  program  provides  significant  and  measurable 
benefits  to  the  American  taxpayer  in  the  form  of  local  and  federal  taxes  and  real  employment 
growth.  The  program  has  been  significantly  improved  to  benefit  and  protect  the  U.S. 
Government  and  the  taxpayers.  However,  there  is  a  demand  for  additional  capital  in  the 
program    We  need  assurance  of  availability  of  capital  and  moderate  growth  in  funding  to 
provide  long  term  capital  to  small  businesses.  Each  dollar  that  is  budgeted  for  funding 
equates  to  approximately  $8  dollars  of  long  term  capital  for  small  business  concerns 


Respectfully  submitted, 
C.  W.  Dick 
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Chairman  Bond.  Thank  you  very  much,  Mr.  Dick.  We  have  been 
joined  by  our  distinguished  Ranking  Member  and  I  would  like  to 
turn  now  to  Senator  Bumpers  for  his  opening  statement. 

Senator  BUMPERS.  Mr.  Chairman,  I  do  not  want  to  interrupt  the 
flow  of  the  witnesses  here  and  I  have  an  opening  statement  that 
I  will  submit  for  the  record. 

[The  prepared  statement  of  Senator  Bumpers  follows:] 
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PREPARED  STATEMENT  OF  SENATOR  DALE  BUMPERS 

COMMITTEE  ON  SMALL  BUSINESS 

DECEMBER  12,  1995 


I  thank  the  Chairman  and  today's  witnesses  for  arranging  today's  hearing  on 
improvements  which  might  be  made  in  the  Small  Business  Investment  Company  program.   As 
all  know,  a  significant  overhaul  of  this  program  was  made  by  both  law  and  regulatory 
changes  in  1992.    While  it  has  taken  substantially  longer  to  implement  these  program  changes, 
it  is  time  for  the  Committee  to  review  SBA's  progress  and  those  of  licensed  SBICs  under  the 
new  program.    Moreover,  in  today's  harsh  budgetary  climate,  it  is  always  in  order  to  consider 
measures  which  might  reduce  the  cost  of  the  program. 

The  SBIC  program  has  produced  more  attention  grabbing  success  than  any  other  SBA 
program,  and  it  has  also  had  more  than  its  share  of  bad  outcomes.   Losses  which  were 
experienced  in  the  1980s  —  and  which  would  clearly  be  prevented  by  subsequently  enacted 
legislation  ~  continue  to  plague  the  program  and  drive  up  OMB's  estimates  of  the  program's 
subsidy  cost  under  Credit  Reform.   As  we  all  know,  this  calculation  is  all  important. 
Regardless  of  the  amounts  set  by  the  Appropriations  Committees,  the  subsidy  cost  can  make 
or  break  any  program.   Congress  has  no  direct  control  over  these  calculations.   At  best,  we 
can  try  to  enact  policy  changes  which  will  reduce  subsidy  cost  estimates.   Having  said  all  that, 
this  Committee  has  a  very  successful  record  over  the  last  several  years  of  legislating  to  keep 
costs  down  and  thereby  providing  program  levels  which  serve  ever-increasing  numbers  of 
business  owners  who  desperately  need  capital  to  grow  and  operate  their  businesses. 

On  a  related  note,  I  have  a  grave  concern  about  report  language  which  was  inserted  in 
the  Conference  Report  to  accompany  the  Commerce  Justice  and  State  appropriations  measure 
for  1996,  concerning  the  Specialized  SBIC  program.   Although  I  participated  in  that 
conference,  there  was  absolutely  no  discussion  of  this  restrictive  language  which  was  inserted 
by  the  majority  without  any  consultation,  so  far  as  I  can  tell.   The  language  is  so  dangerously 
over-broad  that  I  believe  it  could  cost  the  Treasury  hundreds  of  millions  of  dollars  by  shutting 
down  any  SBA  oversight,  including  collections  and  liquidations,  of  existing  SBICs.    Surely, 
that  cannot  be  what  was  intended  by  whoever  drafted  this  language;  yet  it  is  the  plain 
meaning  of  it. 

I  look  forward  to  learning  from  today's  witnesses  what  steps  they  might  suggest  for 
reducing  the  subsidy  cost  of  the  SBIC  program,  as  well  as  their  experiences  and  suggestions 
for  policy  changes  which  would  help  better  serve  small  businesses.   I  also  look  forward  to 
working  with  the  Chairman  toward  that  end. 
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Chairman  Bond.  Thank  you  very  much,  Senator.  Under  your 
scheme,  who  have  you  planned  to  go  next. 
Mr.  Dick.  Mr.  Miller. 
Chairman  Bond.  Mr.  Miller. 

STATEMENT  OF  GEORGE  M.  MILLER,  II,  PRESIDENT  AND 
CHIEF  EXECUTIVE  OFFICER,  SIRROM  CAPITAL  CORPORA- 
TION, NASHVILLE,  TENNESSEE 

Mr.  Miller.  Thank  you  for  inviting  me.  I  will  try  and  keep  this 
brief,  so  that  we  can  have  time  for  some  questions  and  answers. 
I  am  the  CEO  with  Sirrom  Capital.  We  are,  I  guess,  the  largest 
SBIC  in  the  country.  We  started  4  years  ago  under  the  new  pro- 
gram. We  have  approximately  $170  million  in  assets.  We  are  a 
publicly  traded  company  that  trades  under  the  simple  SROM.  We 
have  made  approximately  $170  million  in  loans  to  approximately 
100  companies  around  the  Southeastern  United  States. 

What  I  would  like  to  do  is  just  talk  a  little  bit  about  the  big  pic- 
ture which  is  how  do  we  get  money  from  those  who  save  it  to  those 
who  need  it?  And  in  this  case,  the  people  that  need  it  are  the  small 
businessmen  and  entrepreneurs  who  are  out  there.  Today  small 
business  makes  up  over  70  percent  of  our  GNP.  It  is  responsible 
for  90  percent  of  our  exports.  Even  more  interesting  is  that  compa- 
nies with  less  than  20  employees  are  responsible  for  50  percent  of 
the  exports  of  this  country. 

Another  fact  is  that  small  businesses  return  a  lot  more  on  capital 
than  big  business.  The  reason  for  this  is  quite  simple.  Small  busi- 
nesses are  usually  service  businesses  that  are  less  capital  inten- 
sive. They  also  have  less  overhead  meaning  that  they  have  better 
margins. 

Another  fact  is  that  our  capital  markets  under  their  current 
structure  cannot  support  this  growth  in  small  business.  If  you 
think  about  our  capital  markets  as  they  exist  today,  they  are  really 
no  different  than  they  were  20  years  ago.  People  who  save  money, 
take  their  money  and  they  either  give  it  to  the  banks  or  they  give 
it  to  the  large  money  managers.  The  problem  with  the  banks  today 
is  that  they  cannot  make  these  loans  because  they  cannot  price  the 
risk  properly.  When  you  make  loans  to  small  businesses,  basically 
1  out  of  20  goes  bad.  That  is  5  percent  of  the  portfolio.  If  you  have 
professional  workout  people  involved,  you  can  probably  get  half 
that  money  back,  so  you  are  going  to  see  approximately  2  to  3  per- 
cent of  your  portfolio  go  bad. 

Now  20  years  ago,  banks  made  these  same  loans  that  our  com- 
pany makes  today  and  they  made  these  loans,  prime  plus  one  and 
prime  plus  two.  If  2  to  3  percent  of  your  portfolio  is  not  coming 
back  to  you,  you  cannot  make  money  lending  at  prime  plus  2  per- 
cent. Twenty  years  ago  the  banks  were  so  profitable  that  they  did 
not  really  care.  They  felt  that  they  had  an  obligation  to  that  seg- 
ment of  the  market.  But  today  the  world  has  changed.  Banking  is 
very  competitive;  there  is  a  lot  of  consolidation;  and  the  banks  have 
quit  lending  to  small  business. 

Today  banks  are  making  loans  where  they  can  computer  score 
the  risk.  What  I  mean  by  computer  scoring  is  that  basically  a  clerk 
can  check  the  boxes  and  a  simple  program  run  under  Lotus  or 
Excel  can  say,  make  the  loan  or  not  make  the  loan.  Where  you  can 
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computer  score  the  risk  today  is  in  consumer  loans.  It  is  in  mort- 
gage loans.  It  is  anywhere  where  you  can  take  a  lot  of  information 
about  a  large  portfolio  and  basically  price  it  off  the  risk. 

The  other  area  that  money  is  concentrated  today  is  in  what  I  call 
mutual  funds  or  professional  money  managers.  The  problem  that 
mutual  funds  and  professional  money  managers  have  with  small 
business  is  they  have  to  have  liquidity.  Today  there  is  no  liquidity 
for  small  business  investments.  So  to  maintain  the  growth  in  our 
economy,  we  have  to  find  a  way  to  get  the  money  from  those  who 
save  it  down  to  those  who  need  it.  One  step  in  that  direction  is  the 
SBIC  program. 

Another  important  point  that  I  think  people  should  understand 
is  that  price  is  not  the  issue.  Our  typical  loan  today  is  probably 
somewhere  in  the  neighborhood  of  13  to  14  percent  interest.  We 
also  take  small  equity  positions  in  the  form  of  a  warrant  to  pur- 
chase common  stock  at  a  penny.  If  you  think  about  it,  if  you  are 
a  $10  million  company  and  say  you  are  bringing  $800,000  to  the 
bottom  line,  and  to  get  to  $20  million  in  revenue  next  year,  you 
have  an  additional  million  dollars  in  working  capital  to  fund  your 
inventory  and  receivables.  Whether  you  pay  13  percent  or  12  per- 
cent or  11  percent  on  that  million  dollars  is  just  not  that  big  of  a 
deal.  On  a  million  dollar  loan  at  13  percent,  the  annual  interest  is 
$130,000.  On  10  percent,  it  is  $100,000.  So  we  are  talking  about 
$30,000.  That  just  is  not  a  very  important  point  to  that  entre- 
preneur. I  mean  to  him  he  is  trying  to  figure  out  how  to  double  his 
business  and  if  he  can  double  his  business  by  paying  an  additional 
$30,000  a  year  in  interest  cost,  that  is  a  good  business  decision  on 
his  part. 

One  of  the  questions  that  I  hear  is,  are  SBICs  well  managed  and 
profitable?  Are  they  in  the  best  interest  of  taxpayers?  I  will  just 
give  you  a  little  information  about  our  company.  We  started  the 
company  from  scratch  4  years  ago.  The  first  year  of  operation,  we 
made  $600,000  in  that  investment  income.  This  year  through  the 
first  three  quarters,  we  made  $5.4  million.  To  date,  we  have  made 
approximately  $170  million  of  loans  of  which  we  have  written  off 
about  $4.9  million.  Today  we  have  approximately  $13  million  in  re- 
alized and  unrealized  gains. 

[The  prepared  statement  and  attachment  of  Mr.  Miller  follow:] 
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George  M.  Miller,  II 

President 

Sirrom  Capital  Corporation 


Over  the  past  20  years,  the  U.S.  economy  has  undergone  tremendous  change.  We  have 
moved  from  a  manufacturing  based  society,  driven  by  Fortune  500  companies,  to  a  service  and 
information  society  that  is  powered  by  small  business.  Today,  small  and  medium  size 
businesses  make  up  over  70%  of  our  GNP  and  produce  90%  of  our  exports.  In  the  words  of 
John  Naisbitt  in  his  book  Global  Paradox.  "The  bigger  the  world  economy,  the  more  powerful  its 
smallest  players". 

While  this  shift  has  obviously  been  good  for  our  economy,  it  has  created  several 
challenges  for  our  financial  markets.  Today,  the  capital  markets  function  in  much  the  same  way 
they  did  20  years  ago.  Investors  primarily  put  their  savings  with  large  banks  and  institutional 
money  managers.  Therein  lies  the  problem.  Banks  cannot  lend  to  small  business  because  they 
cannot  price  the  risk  properly.  Today,  banks  are  consolidating  and  investing  their  money  where 
they  can  computer  score  the  risk:  consumer  debt,  mortgage  debt,  large  company  debt  and 
government  bonds.  At  the  same  time,  institutional  money  managers  cannot  invest  in  small 
business  because  they  have  to  have  liquidity.  There  is  no  active  market  for  the  securities  of 
small  businesses. 

The  major  challenge  facing  our  financial  markets  today  is  how  to  transfer  capital  from  the 
individuals  who  save  it  to  the  entrepreneurs  and  small  businesses  who  need  it.  Banks  and 
mutual  funds  are  not  the  answer.  Today's  SBIC  program  is  part  of  the  solution  to  this  problem. 
The  SBICs  which  have  been  licensed  in  the  last  three  years  under  the  leadership  of  Erskin 
Bowles  and  Phil  Lader  are  well-capitalized,  professionally  managed,  and  operating  profitably. 
It  is  these  SBICs  which  are  providing  growth  capital  to  small  businesses. 

The  historical  problems  with  the  SBIC  program  are  primarily  attributed  to  size  limitations 
and  improper  matching  of  assets  and  liabilities.  First,  historical  results  show  that  large  portfolios 
perform  better  than  small  ones  due  to  diversification  as  well  as  economies  of  scale.  Because 
of  the  $35  million  SBA  dictated  borrowing  limitation,  it  was  hard  to  attract  professional  money 
managers  to  the  SBIC  program.  A  common  comment  in  the  1 980's  from  experienced  industry 
professionals  was,  "Why  put  up  with  all  the  headaches  and  paperwork  when  all  you  can  take 
down  is  $35  million."  Under  the  new  program,  this  problem  has  been  addressed  with  the 
increase  to  $90  million.  The  second  problem  involved  the  matching  of  assets  and  liabilities. 
Most  of  the  older  SBICs  who  got  into  trouble  made  equity  investments  in  early  stage  companies 
with  debt  that  had  fixed  semi-annual  interest  payments.  It  is  hard  to  remain  liquid  when  your 
assets  mature  and  pay  off  in  seven  to  ten  years  and  your  liabilities  pay  down  every  six  months. 
Improved  matching  of  assets  and  liabilities  has  been  corrected  in  two  ways.  First,  the 
participating  securities  program  is  available  for  those  SBICs  wishing  to  make  equity  investments. 
Second,  SBICs  like  Sirrom  who  participate  in  the  debenture  program  require  monthly  interest 
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payments  from  their  borrowers  so  that  liquidity  is  not  a  problem.  Today,  the  SBIC  program,  as 
funded  both  through  debentures  and  participating  securities,  is  healthy  and  thriving.  In  many 
cases,  the  SBIC  is  able  to  provide  growth  capital  to  small  business  when  no  other  avenue  is 
possible. 

Since  its  inception  in  1992,  Sirrom  Capital  has  provided  $170  million  in  loans  to  103 
companies  in  the  southeast.  Our  typical  borrower  is  a  service  company  with  revenues  between 
$5  and  $20  million.  The  companies  are  profitable  and  generally  have  growth  rates  in  excess  of 
25%.  The  average  company  is  between  five  and  ten  years  old  and  was  started  by  a  manager 
who  left  corporate  America.  Nearly  all  of  these  companies  came  to  Sirrom  Capital  because  they 
were  unable  to  borrow  from  commercial  banks.  Examples  of  some  of  our  portfolio  companies 
are: 


Premiere  Technologies  -  Atlanta.  Georgia: 

Premiere  is  an  international  telecommunications  company  that  was  started  in  1 992.  The 
company  has  annualized  revenues  of  $40  million  and  1 1 5  employees. 

National  Vision  -  Atlanta.  Georgia: 

National  vision  is  a  five  year  old  international  retailer  of  optical  products.  The  Company, 
which  went  public  in  1993,  has  revenues  of  $150  million  and  approximately  2,000 
employees. 

PMT  Services  -  Nashville.  Tennessee: 

PMT  was  started  in  1986  and  is  an  independent  service  organization  for  credit  card 
processing.  The  Company,  which  went  public  in  1995,  has  revenues  of  $75  million  and 
292  employees. 

Kentucky  Kingdom.  Louisville.  Kentucky: 

Kentucky  Kingdom  is  an  amusement  park  operator  that  was  started  in  1989.  The 
Company  has  revenues  of  $1 7  million  and  approximately  1 ,700  employees. 

Over  the  past  four  years,  Sirrom  Capital  has  raised  approximately  $70  million  in  equity 
capital  from  institutional  investors  around  the  world.  Some  of  our  large  investors  include  T.  Rowe 
Price  in  Baltimore  Maryland,  Warburg  Pincus  in  New  York  City,  J.O.  Hambro  in  London, 
England,  and  Ivory  &  Sime  in  Edinburgh,  Scotland.  In  addition  to  our  equity  capital,  we  have 
borrowed  $73  million  in  debentures  under  the  SBIC  program  and  have  a  $50  million  credit  facility 
with  First  Union  Bank. 

Since  inception,  Sirrom  Capital  has  operated  profitably.  Net  investment  income,  which 
is  interest  income  and  fees  less  interest  expense  and  overhead,  has  grown  from  $600,000  in 
1 992  to  $5.4  million  for  the  first  three  quarters  of  1 995.  Loan  losses  to  date  total  $4.9  million 
while  realized  and  unrealized  gains  total  $13.1  million. 


22-411  0-96-2 
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As  a  public  company,  Sirrom  Capital  is  governed  by  its  Board  of  Directors.  Members  of 
our  Board  include  Ed  Mathias,  former  managing  partner  of  T.  Rowe  Price,  Bill  Eberle,  former 
CEO  of  Boise  Cascade  and  Trade  Ambassador  to  China,  Rob  McCabe,  Vice  Chairman  of  First 
American  Bank,  and  Townes  Duncan,  former  Vice  President  of  Massey  Burch,  the  largest 
venture  capital  firm  in  the  southeast.  The  strength  of  our  Board  and  shareholder  base  should 
provide  some  insight  into  the  size  of  the  market  for  small  business  loans  and  the  need  for  our 
service. 

In  summary,  small  business  is  the  driving  force  behind  our  economy.  To  maintain  real 
economic  growth,  we  must  find  a  way  to  transfer  capital  from  those  who  have  it  to  those  who 
need  it.  Commercial  banks  and  mutual  funds  are  not  the  answer.  Banks  cannot  price  the  risk 
properly  and  mutual  funds  cannot  operate  without  liquidity.  Therefore,  part  of  the  solution  is  the 
new  SBIC  program  which  provides  a  means  to  supply  needed  growth  capital  with  thriving  small 
businesses. 
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Slrrom  Capital  Corporation 

Small  Business  is  Responsible  for  70%  of  the 
Country's  GNP  and  all  the  Growth  in  the  Economy 
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Chairman  Bond.  Thank  you  very  much,  Mr.  Miller.  We  have 
been  joined  by  your  Senator,  Senator  Frist.  Would  you  care  to 
make  an  opening  statement  or  a  comment  at  this  point? 

Senator  Frist.  In  the  interest  of  time,  I  would  just  like  to  ask 
that  my  opening  statement  be  placed  as  part  of  the  record  and  I 
want  to  welcome  Mr.  Miller  who  is  an  associate  friend  of  a  very 
close  friend  of  mine  and  I  appreciate  all  that  you  and  Sirrom  Cap- 
ital have  done  for  the  State  of  Tennessee  and  so  many  companies 
throughout  the  Southeast.  Welcome. 

[The  prepared  statement  of  Senator  Frist  follows:] 


33 


PREPARED  STATEMENT  OF  SENATOR  BILL  FRIST 

COMMITTEE  ON  SMALL  BUSINESS 

DECEMBER  12,  1995 


Mr.  Chairman,  thank  you  for  holding  this  hearing  on  SBICs,  an  important  source  of 
investment  capital  for  American  entrepreneurs.  I  want  to  thank  all  of  our  witnesses  for  their 
testimony  and  wish  to  extend  a  special  welcome  to  a  fellow  Tennessean:  Mr.  George  Miller,  the 
President  of  Sirrom  Capital  in  Nashville.  The  founder  of  Sirrom  Capital,  Dr.  John  Morris,  is  a  good 
friend  of  mine  and  a  fellow  physician,  and  I  commend  Sirrom  on  their  success  in  helping  small 
businesses  across  the  Southeast. 

Mr.  Chairman,  if  you  look  at  any  small  business  survey  in  America,  access  to  capital  is 
always  among  the  top  five  concerns.  Entrepreneurs  may  possess  innovative  ideas,  a  willingness  to 
take  risks,  and  a  determined  work  ethic,  but  a  lack  of  available  capital  can  prevent  their  business 
from  ever  developing  beyond  a  pipe  dream.  Without  adequate  capital,  the  enterprising  business 
owner  misses  an  opportunity  to  pursue  his  or  her  American  Dream  and  the  rest  of  America  loses  an 
opportunity  to  gain  new  products,  new  services,  new  jobs,  and  a  better  economy.  The  Small 
Business  Committee  must  continue  our  efforts  to  expand  and  improve  access  to  capital  for  small 
businesses,  the  engine  of  our  economy. 

Small  Business  Investment  Companies  (SBICs)  have  played  an  important  role  in  meeting 
the  long  term  capital  needs  of  small  firms.  In  my  home  state  of  Tennessee,  SBICs  have  invested 
over  $125  million  in  the  last  ten  years  alone.  Many  of  those  companies  have  grown  from  small 
startups  to  multi-national  corporations  with  thousands  of  employees,  most  notably  Federal  Express 
which  is  headquartered  in  Memphis. 

We  must  build  on  the  successes  of  the  past  while  also  learning  from  the  mistakes.  I  am 
particularly  pleased  that  the  1992  reforms  addressed  some  of  the  program's  historical  problems  by 
increasing  private  capital  necessary  to  receive  taxpayer-subsidized  financing,  attracting  expert 
professional  managers,  and  matching  assets  to  liabilities  to  improve  liquidity.  However,  we  must 
do  more  to  transform  our  small  business  capital  market  to  meet  the  economic  challenges  of  the  21st 
century. 

We  will  hear  a  number  of  proposals  today  to  strengthen  the  SBIC  program.  As  we  listen  and 
discuss,  we  should  consider  each  one  in  the  context  of  a  balanced  budget.  Essentially,  we  are  here 
today  because  discretionary  spending  constraints  in  the  coming  years  place  restrictions  on  every 
federal  appropriation.  The  SBIC  is  one  example  among  thousands.  We  must  tighten  the  belt  of 
the  SBIC  program  just  like  every  small  business  owner  does  in  a  financial  crunch.  But  we  also 
may  find  comfort  in  the  lower  interest  rates  and  economic  growth  that  a  balanced  budget  will 
produce.  That  is  good  news  for  every  small  business  owner  and  every  American. 

I  look  forward  to  the  testimony  of  our  witnesses. 
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Chairman  Bond.  Mr.  Fox. 

STATEMENT  OF  KEITH  R.  FOX,  GENERAL  PARTNER,  EXETER 
VENTURE  LENDERS,  L.P.,  NEW  YORK,  NEW  YORK 

Mr.  Fox.  Good  morning,  my  name  is  Keith  Fox.  I  am  the  volun- 
teer chairman  of  NASBIC,  the  trade  association  representing 
SBICs.  In  my  professional  capacity,  we  manage  three  funds,  the 
Exeter  funds.  Two  are  SBICs;  one  is  not.  Of  the  two  SBICs,  one 
uses  debentures;  the  other  uses  participating  securities.  They  are 
actually  all  managed  by  the  same  group  of  people.  They  have  sub- 
stantial investor  overlap.  Any  implication  or  suggestion  that  SBICs 
are  less  well  managed  than  non-SBIC  funds  or  indeed  that  deben- 
ture funds  are  less  well  managed  than  participating  security  funds, 
is  an  erroneous  assumption  and  one  I  would  like  to  have  put  to  rest 
now. 

You  can  tell  from  my  accent  that  George  and  I  are  not  from  the 
same  homeland.  I  am,  in  fact,  an  exile  from  the  socialism  of  pre- 
Thatcher  England.  I  came  here  in  1979,  went  to  business  school, 
and  in  1981  I  joined  a  bank-affiliated  SBIC.  So  I've  got  a  fair 
amount  of  experience  within  the  SBIC  industry.  In  1986,  I  formed 
the  first  Exeter  fund,  which  was  not  an  SBIC.  In  1986,  the  regu- 
latory environment  for  SBICs  was  so  poor,  it  was  not  a  program 
we  thought  worth  entering.  Phil  Lader  says  this  is  not  your  father's 
SBIC.  Well,  let  me  tell  you  these  are  not  your  father's  SBICs  ei- 
ther. 

We  have  a  few  charts.  If  I  could  draw  your  attention  to  the  first 
one.  The  regulations  that  were  enacted  in  1994  following  the  1992 
legislation  had  enormous  impact.  They  changed  the  quality  of  the 
program.  Three  specific  areas — in  size,  SBICs  are  now  bigger.  They 
are  viable  business  entities.  The  evaluation  method  that  is  used  is 
across  the  board  and  is  independently  confirmed  by  third  parties, 
auditors.  The  licensing  standards  are  now  very  high.  What  that 
means  is  more  quality,  quality  of  investment  managers  and  quality 
of  investors. 

The  next  chart  shows  just  for  debenture  SBICs,  and  in  interest 
of  time,  some  of  the  investors  that  have  joined  recently  in  the  de- 
benture field.  They  include  a  number  of  national  companies,  life  in- 
surance companies.  In  the  case  of  Exeter,  we  have  two  overseas  in- 
stitutions that  have  actually  imported  money  to  the  United  States 
to  go  to  the  small  business  community  through  this  program. 

As  regards  staffing,  the  quality  of  our  staff  is  very  high.  As  an 
illustration,  our  most  recent  partner,  a  woman,  Karen  Watai, 
joined  us  with  a  Harvard  undergraduate  degree,  several  years  of 
business  experience,  a  J.D.,  MBA,  from  the  University  of  Chicago 
and  12  years  with  Goldman,  Sachs.  That  I  put  to  you  is  pretty  high 
quality. 

The  next  chart  you  can  see  the  implications  of  changing  the  regu- 
lations in  1994.  There's  a  spike.  In  1994,  the  amount  of  private 
capital  entering  this  industry  grew  dramatically.  It  was  simply  be- 
cause the  regulatory  environment  became  sensible.  In  1995,  it 
dropped.  So  you  say,  "why?"  The  reason  is  very  simple.  There  was 
no  funding. 

The  next  chart  shows  that,  instead  of  in  terms  of  dollars,  in 
terms  of  numbers.  The  number  of  SBICs  grew  to   13  in   1994; 
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dropped  off  dramatically  in  1995.  Regulations  were  good;  funding 
was  poor. 

The  next  chart  shows  the  quality  issue  that  the  average  private 
capital  raised  by  these  SBICs  grew  dramatically.  Prior  to  these  reg- 
ulations being  enforced,  the  average  private  capital  was  $2  or  $3 
million.  Subsequently,  it  is  $11  or  $12  million.  They  are  viable 
business  entities. 

The  next  chart,  we  will  pass  over  very  quickly.  But  the  issue  that 
was  raised  in  the  Chairman's  opening  remarks  that  a  lot  of  venture 
capital  is  raised  is  entirely  accurate.  But  it  is  raised  by  very  big 
groups  and  they  can  only  efficiently  pass  it  through  to  other  simi- 
larly big  institutions  and  in  big  investments.  The  result  is  a  capital 
shortfall  for  smaller  businesses. 

Our  final  chart  shows  our  estimate  of  the  leverage  required  for 
debenture  SBICs.  In  1995,  the  actual  amount  of  the  program  level 
was  about  50  percent  of  what  is  indicated  on  this  chart.  The  level 
for  1996  is  about  one  third  of  the  numbers  on  this  chart,  clearly 
showing  the  demand  shortfall.  There  is  a  carryover  effect  from 
year-to-year. 

Comments  on  the  regulations  we  have  included  in  the  written 
testimony.  There  are  three  I  would  like  to  bring  to  your  attention. 
One,  we  would  like  the  "Cost  of  Money"  regulations  to  be  elimi- 
nated. We  believe  that  they  actually  cost  the  SBICs  and  the  SBA 
program  money.  We  think  that  the  proposed  examination  fees  are 
too  high  and  that  there  should  be  inflation  linking  of  certain  parts 
of  the  program,  specifically  the  size,  standards  and  the  maximum 
amount  of  leverage.  These  are  areas  that  were  upgraded  through 
1992,  but  through  the  passage  of  time,  fall  into  disuse — not  disuse, 
become  outdated  because  of  inflation. 

Future  programming  improvements  through  outsourcing  we  can 
discuss  at  another  date,  I  think,  because  of  time.  We  would  like  to 
work  with  the  Committee.  We  would  like  to  reduce  the  subsidy 
rate.  We  would  like  to  do  it  through  some  cost-sharing  or  through 
the  reflections  in  the  subsidy  rate  of  the  improved  quality  of  the 
participants  in  this  program.  In  other  words,  we  want  to  do  more 
with  less.  Each  dollar  of  appropriation  gets  at  least  eight  dollars, 
and  that  is  before  many  of  the  multiplier  effects,  into  the  hands  of 
small  business. 

It  is  a  great  opportunity  to  actually  expand  the  program  closer 
toward  the  program  level.  But  there  is  a  clear  demarcation  line,  I 
should  point  out  to  you,  between  old  and  new  SBICs.  People  think 
of  old  SBICs  as  debenture  SBICs  and  new  SBICs  as  participating 
security  SBICs.  I  will  put  it  to  you  that  is  fundamentally  flawed 
logic.  The  correct  division,  the  correct  demarcation  line,  is  between 
those  that  do  meet  the  current  licensing  standards — they  are  the 
new  SBICs — and  those  that  fail  to — they  are  the  old  SBICs.  The 
particular  form  of  SBA  leverage  they  use  is  completely  immaterial. 

So  we  have  an  appropriation  issue  here,  but  we  have  an  oppor- 
tunity that  we  can  capitalize  on.  It  is  an  opportunity  that  makes 
sense.  It  makes  sense  because  of  improvements  that  happened  from 
1992  to  1994;  from  improvements  that  are  happening  now;  and 
more  improvements  that  can  happen  in  the  future.  Thank  you. 

[The  prepared  statement  and  attachments  of  Mr.  Fox  follow:] 
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N  A  S  B  I  C 

NATIONAL  ASSOCIATION  OF  SMALL  BUSINESS  INVESTMENT  COMPANIES 

1 199  N.  Fairfax  Street  •  Suite  200  •  Alexandria,  VA  223 14  •  Tel:  (703)  683-1601  •  FAX:  (703)  683-1605 


Statement 

of 

Keith  R.  Fox 
Chairman 


Mr.  Chairman  and  Members  of  the  Committee: 

I  appreciate  the  opportunity  to  testify  today,  which  I  am  doing  in  my  capacity  as 
the  volunteer  Chairman  of  NASBIC,  the  trade  association  representing  the 
SBIC  industry. 

In  my  professional  capacity  I  am  the  managing  partner  of  several  private  equity 
funds,  including  two  SBICs,  one  operating  with  SBA  Debentures  and  the  other 
with  Participating  Securities.  I  am  therefore  able  to  observe  at  close  quarters  the 
changes,  problems  and  opportunities  in  all  areas  of  the  SBIC  program,  and  to 
contrast  managing  private  equity  pools  both  outside  of  and  within  the  SBIC 
format. 

Impact  of  1992  Legislation 

The  legislation  passed  in  1992  resulted  in  new  regulations  becoming  effective 
in  April  1994.  The  new  law  and  regulations  improved  the  operating 
environment  in  which  SBICs  operate  (without  which  I  would  not  have  entered 
the  program),  and  materially  reduced  the  risk  of  loss  to  the  taxpayer.  Areas  of 
improvement  included  the  following: 

1.  Increased  minimum  capital  requirements.  SBICs  are  now  economically 
viable  entities. 

2.  Higher  licensing  standards,  resulting  in  more  experienced  professionals 
entering  the  program. 
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3.  Diversity  between  management  and  ownership  of  an  SBIC.  This  is  consistent 
with  practice  in  non-SBIC  private  equity  firms.  It  serves  to  reduce  conflicts  of 
interest,  and  materially  reduces  risk  of  loss. 

4.  Strict  valuation  guidelines,  subject  to  review  by  independent  external 
auditors,  providing  a  consistent  standard  against  which  to  measure  each  SBIC's 
performance. 

5.  Somewhat  more  sensible  "Cost  Of  Money"  rules.  However,  as  noted 
hereafter,  we  believe  that  these  rules  are  actually  detrimental  to  the  SBA's 
economic  position.  The  further  improvements  in  the  new  proposed  regulations 
recently  published  in  the  Federal  Register  are  insufficient  to  remedy  these 
problems,  and  we  believe  that  the  section  of  the  regulations  dealing  with  "Cost 
of  Money"  should  be  entirely  eliminated. 

6.  Credit  evaluations  are  conducted  before  SBA  funds  can  be  drawn  down. 

7.  SBA's  creditor  position  is  improved  since  SBICs  can  no  longer  seek 
bankruptcy  protection. 

8.  The  introduction  of  SBA  Participating  Securities,  eliminating  the  mismatch 
on  timing  of  cash  flows,  and  reducing  unnecessary  liquidity  problems. 

Committee  Members  should  also  be  aware  that  in  the  event  that  an  SBIC  does 
actually  incur  a  loss,  that  the  SBIC's  own  investors  bear  the  "first  loss",  i.e. 
SBIC  investors  lose  their  money  before  the  SBA  loses  any  of  its.  Moreover, 
unlike  some  other  programs,  SBICs  are  diversified  in  their  investments,  further 
reducing  risk  of  loss  to  SBA.  Given  the  nature  of  SBIC  investing,  the  level  of 
diversification,  and  the  tight  licensing  standards  currently  in  effect,  this  an 
unlikely  circumstance  indeed,  a  reality  which  subsidy  rates  have  yet  to  reflect. 

These  changes  have  had  an  enormous  and  favorable  impact  upon  the  SBIC 
program.  The  size  of  new  licensees  has  increased,  and  the  quality  of  their 
professional  staff  and  investor  base  has  improved  dramatically.  This  applies 
equally  to  both  types  of  SBIC.  Any  perception  that  Participating  Security 
SBICs  are  better  managed  or  otherwise  superior  to  recently  licensed  Debenture 
SBICs  is  erroneous.  Indeed,  due  to  the  lack  of  Debenture  funding,  a  number  of 
SBICs  have  transferred  or  are  planning  to  transfer  from  the  Debenture  to  the 
Participating  Security  form.  With  the  same  managers  and  substantially  the  same 
investors  and  business  plan,  it  is  difficult  to  imagine  any  discernible  difference 
in  risk.  Hence  the  form  of  SBA  funding  which  an  SBIC  chooses  to  use  is  not  a 
determinant  in  either  its  performance  or  its  risk.  The  increase  in  quality  is 
across  the  board,  and  should  be  recognized  as  such. 
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The  changes  outlined  above  have  encouraged  a  number  of  high  quality  groups 
to  form  SBICs.  Of  particular  interest  is  the  increase  in  size  and  number  of 
leveraged  Debenture  SBICs,  as  outlined  hereunder: 

Year  1991  1992  1993  1994  1995 


Private  Capital 

($MM) 

24.6 

17.3 

5.4 

164.3 

43.2 

#  New  Licensees 

6 

8 

2 

13 

4 

Average  Private 
Capital  ($MM) 

4.1 

2.2 

2.7 

12.6 

10.8 

The  increase  in  licensing  in  1994  shows  clearly  how  the  capital  available  to 
small  business  grew  as  a  result  of  these  changes.  The  1995  numbers  show 
equally  clearly  the  impact  of  SBA  Debenture  funding  shortfalls  on  licensing, 
new  capital  and,  eventually,  small  business. 

These  new  Debenture  SBICs  were  licensed  using  the  same  standards  as  are 
applied  to  Participating  Security  SBICs.  They  are  large  enough  to  be 
economically  viable,  and  to  bring  in  the  quality  of  investor  and  management 
that  the  regulations  had  intended  to  attract. 

Committee  Members  should  be  aware  that  there  are  also  a  number  of  SBICs 
formed  prior  to  the  enactment  of  the  1994  regulations  which  do  meet  these  new 
stricter  standards.  Hence  the  common  way  to  divide  SBICs  between  "new"  and 
"old"  ("new"  generally  meaning  Participating  Security  and  "old"  meaning 
Debenture)  is  totally  flawed.  The  proper  division  should  be  between  those  that 
meet  current  standards,  and  those  which  do  not.  The  former  group  includes  all 
SBICs  licensed  under  the  1994  regulations  (both  Debenture  and  Participating 
Security)  and  some  of  the  pre- 1994  Debenture  SBICs.  To  taint  the  qualifying 
Debenture  SBICs  with  the  sins  (and  hence  the  subsidy  rate)  of  their  forbearers 
is  both  unfair  and  irrational. 

While  it  was  widely  and  correctly  anticipated  that  the  1994  regulations  would 
bring  a  number  of  high  quality  applicants  into  the  Participating  Securities  side 
of  the  program,  insufficient  allowance  was  made  for  a  similar  expansion  in 
number,  size  and  quality  of  Debenture  SBICs,  a  situation  which  has  led  to 
major  funding  shortfalls  for  Debenture  SBICs.  This  has  led  to  the  development 
by  SBA  of  an  allocation  formula  which  unfortunately  excludes  additional 
funding  to  larger  SBICs  and  those  with  two  tiers  of  SBA  funding,  an  outcome 
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which  will  serve  to  restrict  funding  to  some  of  the  most  active  and  successful 
SBICs.  The  funding  shortfalls,  which  occurred  initially  in  1995  and  which  are 
continuing  in  an  increasingly  severe  manner,  have  material  negative  impacts  for 
Debenture  SBICs,  and  especially  for  the  small  businesses  which  they  are  now, 
due  to  funding  shortages,  unable  to  finance.  Since  small  businesses  are 
recognized  as  a  critical  area  for  economic  growth  and  job  creation,  and  since 
SBICs  are  recognized  as  providing  financing  in  size  and  form  otherwise 
unavailable,  this  situation  is  hampering  national  economic  development  and  job 
creation.  To  continue  to  attract  high  quality  investors  and  managers  to  the  SBIC 
program  there  needs  to  be  both  an  adequate  supply  and  a  reasonable  assurance 
of  SBA  funding. 

Regulations. 

A  letter  to  SBA  outlining  comments  on  the  proposed  regulations  is  attached, 
and  constitutes  a  part  of  this  testimony.  While  not  inclusive  of  the  comments  of 
all  SBICs  (the  comment  period  runs  until  December  28, 1995),  it  reflects  the 
majority  of  comments  received  from  NASBIC  members  to  date,  and  covers 
most  of  the  information  you  have  requested  in  this  area. 

An  important  part  of  the  1992  legislation  was  the  introduction  of  the 
Participating  Security  form  of  SBIC.  A  key  benefit  of  this  structure  was  that  it 
allowed  pension  funds  to  invest  in  SBIC  partnerships  without  incurring  UBTI 
(Unrelated  Business  Taxable  Income).  This  was  a  key  factor  in  attracting  more 
professional  investors  and  hence  more  professional  managers  to  the  SBIC 
industry.  However,  "mezzanine"  investing  SBICs  are  unable  to  avail  themselves 
of  this  advantage,  since  the  current  regulations  require  that  Participating 
Security  SBICs  focus  on  equity  rather  than  equity  related  (mezzanine) 
investments.  The  elimination  of  this  restriction  would  attract  additional  pension 
fund  interest  into  the  SBIC  program,  to  the  benefit  of  the  small  business 
community.  In  effect,  the  current  law  prevents  pension  funds  (the  largest  pool 
of  potential  funding  for  SBICs)  from  contributing  capital  to  mezzanine 
investing  SBICs. 

The  1992  legislation  also  altered  the  size  standard  definition  of  a  small 
business,  and  increased  the  maximum  amount  of  SBA  funding  available  to  an 
SBIC.  These  changes  were  all  overdue  updates,  and  were  to  a  large  extent 
reflections  of  inflation  over  the  years.  To  prevent  the  size  elements  of  the 
regulations  from  becoming  "stale,"  it  is  recommended  that  these  areas  be 
inflation  adjusted  on  a  continuous  basis  (with  September  1992=100). 
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Privatization  of  Selected  Functions. 

Your  request  in  this  area  has  been  divided  into  functional  areas,  addressed  as 
follows: 

Licensing.  Portions  of  the  licensing  function  (e.g.  due  diligence,  legal  review, 
etc.)  could  be  outsourced  to  a  number  of  existing  groups,  gatekeepers,  law 
firms,  etc.  This  is  not  currently  a  priority  area,  since  the  shortage  of  funding  in 
the  Debenture  arena  and  the  uncertainty  of  overall  funding  levels  has  sharply 
reduced  the  flow  of  new  applicants.  However,  when  the  funding  issues  are 
satisfactorily  resolved,  this  is  a  natural  area  to  consider  outsourcing.  It  is  an  area 
in  which  so  called  "gatekeepers"  have  enormous  experience:  one  of  their 
primary  functions  is  to  assess  the  quality  and  ability  of  private  equity  investor 
groups.  Moreover,  they  have  the  people  flexibility  to  deal  with  sudden  and 
significant  changes  in  the  number  of  applicants.  It  is  a  necessary  step  on  the 
path  to  privatization,  will  serve  to  improve  quality  of  new  licensees  by  using 
independent  and  objective  standards  (and  higher  licensee  quality  translates  into 
lower  losses,  lower  subsidy  rates,  a  stronger  program,  and  more  funding  for 
small  business),  and  is  endorsed  by  NASBIC. 

Examinations.  The  examination  process  could  easily  be  outsourced.  A  national 
examinations  contract  would  probably  attract  the  attention  of  several  highly 
qualified  national  accounting  firms.  In  any  event,  a  complete  overhaul  of  the 
examination  process  should  take  place,  with  focus  added  to  those  areas  where 
there  exists  actual  or  potential  economic  risk  to  SBA.  The  elimination  or 
amendment  of  just  two  sections  of  the  regulations  (those  pertaining  to  investing 
with  non-SBIC  venture  firms  and  the  so  called  "Cost  of  Money"  regulations,  the 
latter  of  which  actually  serves  to  reduce  the  upside  of  an  SBIC's  investment, 
thereby  increasing  the  risk  of  a  diversified  pool  to  SBA  !)  would  free  up 
examiners  to  focus  on  areas  where  SBA  might  actually  face  a  loss.  Reduction 
and  continued  simplification  of  regulations  (much  of  which  to  SBA's  credit  is 
currently  underway)  combined  with  a  change  of  the  examiner's  focus  towards 
areas  of  economic  risk  will  result  in  a  stronger  and  safer  program.  Privatization 
of  the  program  will  require  that  independent  examiners  are  used.  NASBIC 
believes  that  outsourcing  of  the  examination  function  will  produce  a  safer  and 
sounder  program  at  lower  overall  cost.  Finally,  the  revised  examination  fee 
schedule  outlined  in  the  proposed  regulations  reflects  unwarranted  increases, 
and  is  the  subject  of  much  adverse  comment  by  SBICs. 

Liquidations.  Given  the  improvements  in  program  and  SBIC  quality,  this  is  an 
area  which  should  naturally  reduce  over  time.  However,  it  seems  unlikely  that 
this  is  a  function  which  could  not  be  better  handled  by  outsourcing.  While 
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matters  of  regulatory  authority  may  not  be  eligible  for  outsourcing,  it  seems 
inconceivable  that  the  maximization  of  liquidation  proceeds,  particularly  on  any 
sensible  present  value  basis,  could  not  be  better  handled  by  private  contractors. 
Larger  proceeds,  in  a  shorter  time  frame,  with  lower  costs,  is  the  likely 
outcome. 

Conclusion. 

The  typical  Debenture  and  Participating  Security  SBIC  today  is  a  well 
capitalized  and  managed  operation.  It  is  building  a  diversified  portfolio.  Its 
investors  stand  to  lose  their  money  first.  Hence,  while  it  serves  an  important 
public  policy  purpose,  it  exposes  the  taxpayer  to  a  very  small  level  of  risk. 
Because  of  the  multiplier  effect  of  the  subsidy  rate,  and  the  fact  that  the  SBA's 
money  is  always  accompanied  by  the  SBIC's  own  equity  too,  each  dollar  of 
appropriation  leads  to  at  least  eight  dollars,  and  typically  far  more,  in  the  hands 
of  small  business.  With  an  increased  program  level,  SBICs  will  be  able  to 
contribute  even  more  to  small  business  growth. 

As  an  industry,  we  are  keen  to  improve  quality  standards  and  to  share  the 
resulting  subsidy  rate  benefits.  The  SBIC  industry  looks  forward  to  working 
with  your  Committee  to  further  reduce  the  overall  costs  of  the  program,  along 
with  affecting  improvements  in  the  regulatory  and  administrative  areas.  This 
will  enable  the  SBIC  industry  to  do  "more  with  less,"  thereby  accomplishing 
significant  program  growth  resulting  in  a  major  infusion  of  capital  in  the  small 
business  community  throughout  the  United  States. 

It  is  a  path  to  which  we  are  committed.  Given  our  public/private  partnership,  it 
is  a  path  which  we  would  like  you  to  commit  to  join  us  on. 


42 


Exeter  Equity  Partners,  L.P. 
10  East  S3rd  Street 
New  York,  NY  10022 

(212)  872-1172 

(212)  872-1198  Telecopier 


David  EL  Kohler 

Office  of  General  Counsel 

U.S.  Small  Business  Administration 

409  Third  Street.  S.W. 

Washington,  D.C.  20416  December  4,  1995 

Dear  Mr.  Kohler, 

On  behalf  of  NASBIC.  please  find  enclosed  comments  relating  to  the  proposed  SBA 
regulations.  These  comments  have  been  forwarded  to  me  by  a  number  of  NASBIC 
members,  and  are  arranged  in  the  sequence  of  the  document,  not  in  order  of  priority  or 
number  of  comments  received.  Almost  all  of  these  comments  were  discussed  with 
Saunders  Miller  and  Carole  Fendler  in  SBA's  office,  two  weeks  ago.  and  they  may  be 
able  to  afford  additional  insight  into  the  underlying  reasoning.  Please  note  also  that  some 
NASBIC  members  are  choosing  to  send  their  comments  directly  to  SBA,  and  that  the 
comments  outlined  here  are  therefore  not  inclusive  of  the  thoughts  of  all  SBICs . 

I  would  be  happy  to  discuss  these  comments  with  you  in  more  detail,  either  by  telephone 
or.  if  you  should  prefer,  in  person.  I  am  aware  of  the  tight  deadlines  under  which  you  are 
working,  and  assure  you  of  our  desire  to  assist  you  in  a  timely  manner. 

Very  emit  you. 


Keith  R.J 
Enclosure 
oc:  Donald  ChrUtensen,  Saunders  Miller.  Carole  Fendler 


A  federal  licensee  under  eke  Small  Business  Investment  Act  of  1958 
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Draft  Proposed  SBTC  Regulations 

107.50 

Associate,  (a)  (4)  should  be  deleted. 

Control,  delete  "of  the  power  to  veto".  Every  financing  contains  necessary  veto 
provisions  to  protect  the  SBICs  investment. 

Equity  Security.  This  definition  is  too  broad.  What  remedies  besides  acceleration  does 
SBA  consider  would  make  such  an  investment  a  Debt  Financing?  Preferred  Stock  should 
be  able  to  receive  its  accrued  dividend  upon  redemption  and  still  be  considered  an  Equity 
Security,  since  that  would  be  a  normal  form  of  preferred  stock,  which  is  an  equity 
instrument. 

Institutional  Investor,  (a)  and  (a)  (8)  delete  "(exclusive  of  unfunded  commitments  from 
investors)" 

Start-up  Financing.  This  definition  is  not  workable.  (1)  seems  to  exclude  many  service 
businesses.  (2)  excludes  the  fact  that  many  startups  are  actually  restarts  that  may  well 
have  existed  in  some  form  for  over  three  years.  (3)  due  to  establishing  critical  mass  and 
the  need  for  even  startups  to  be  able  to  compete  in  a  global  economy,  this  section  (3)  is 
inappropriate.  Any  revised  section  (3)  should  refer  to  cash  flow  from  operations.  (4) 
excludes  those  startups  that  incorporate  the  acquisition  of  an  existing  business,  which  is 
often  a  desirable  and  frequently  the  only  way  to  eliminate  prior  unknown  liabilities,  to 
provide  the  necessary  critical  mass  or  to  compensate  and  attract  the  required  quality  of 
management.  A  Start-up  Financing  should  include  service  businesses,  and  should  also 
permit  the  acquisition  of  a  existing  business,  provided  the  acquired  business  itself  meets 
the  definition  of  a  Start-up. 

Unrealized  Appreciation.  See  Rider  66  A 

Unrealized  Depreciation.  See  Rider  66A 

107.115.  This  restriction  should  be  deleted.  Indeed,  provided  a  Licensee  meets  the 
necessary  standards,  there  is  every  reason  for  SBA  to  actually  encourage  SBICs  to  go 
public,  thus  bringing  additional  funds  into  the  industry  for  the  benefit  of  small  businesses. 
Under  Section  851  of  the  Code  there  is  no  obligation  to  distribute  long-term  gains,  and 
many  publicly  traded  SBICs  have  dividend  reinvestment  plans,  further  adding  to 
available  capital.  Finally,  going  public  will  enable  existing  debenture  licensees  to 
strengthen  their  balance  sheets. 

107.150.  Diversity  should  be  available  on  a  look  through  basis. 

107.160  (b).  An  entity  General  Partner  should  not  be  precluded  from  other  activities,  eg 
being  the  general  partner  of  a  non-SBIC  investment  partnership. 

(g)  should  be  deleted,  except  for  the  initial  drawdown  of  leverage. 

107.240.  Rider  77A 
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(e)  Insert  the  following  "  Non-cash  assets  which  are  contributed  to  a  Licensee  but 
which  cannot  be  included  in  Private  Capital  under  this  Section  may  still  be  accepted  by  a 
Licensee." 

107.250  (a)  is  not  necessary,  and  therefore  should  be  deleted. 

107.300.  This  proposes  a  quadrupling  of  the  licensee  fee  for  a  participating  security 
partnership.  For  an  applicant  using  the  standard  form  of  partnership  agreement  already 
reviewed  and  approved  by  SBA  this  represent  an  unnecessary  increase. 

107.460  should  not  apply  to  unleveraged  SBICs. 

107.501.  Identification  as  an  SBIC  on  letterhead  etc.  is  preferable  and  easier  than  doing 
so  on  "all  Financing  documents".  Either  revert  to  prior  rule,  require  that  the  Small 
Concern  acknowledge  in  writing  that  the  provider  of  funds  is  an  SBIC.  or  delete  entirely. 

107.503  (d)  (4).  See  Rider  84A 

107.503  (c)  states  that  "SBA  reserves  the  right  to  ...independently  establish  valuations...", 
even  though  the  Valuation  Guidelines  have  themselves  been  approved.  This  is  not 
appropriate.  After  approving  an  SBICs  specific  valuation  policy,  SBA  should  only 
become  involved  in  a  specific  valuation  if  that  valuation  is  in  violation  of  the  mutually 
agreed  policy. 

107.530.  Needs  allowance  for  petty  cash. 

107.550.  (a)  The  requirement  that  an  SBIC  needs  to  get  additional  approval  on  each 
occasion  that  it  increases  or  renews  or  alters  the  scope  of  a  security  interest  in  connection 
with  an  already  approved  secured  line  of  credit  is  unworkable.  The  initial  approval  must 
be  in  contemplation  of  complete  drawdown.  Moreover,  secured  lines  of  credit  arc  by  their 
very  nature  intended  to  be  renewed  or  extended.  To  require  furure  approvals  will 
eliminate  an  SBICs  ability  to  properly  plan  its  activities,  leading  to  additional  risk  and 
potential  liquidity  problems,  m  practise,  this  provision  will  make  it  virtually  impossible 
for  any  SBIC  to  actually  attract  a  lender. 

(c)  The  limitation  of  the  security  interest  to  125%  of  a  proposed  borrowing  is 
impractical.  Secured  borrowing  against  freely  marketable  securities  typically  requires  a 
200%  security  pool.  A  higher  percentage  is  logically  necessary  for  SBIC  holdings. 
Additional  assets  should  automatically  be  permitted  to  enter  the  security  package  as 
additional  loans  arc  extended,  presumably  at  the  value  as  furnished  in  the  most  recent 
Form  468.  Language  to  make  this  clear  needs  to  be  incorporated. 

SBICs  need  to  have  an  agreement  with  SBA  that  permits  a  certain  secured  line  of 
credit,  after  which  no  additional  consents  arc  necessary  to  draw  down,  repay  and  redraw 
on  the  line  within  the  predetermined  limits.  Similarly,  within  the  regulated  framework,  no 
additional  consent  would  be  necessary  to  increase  or  reduce  the  collateral  parcel  provided 
it  remained  within  the  prescribed  percentages. 

107.560.  Because  there  is  currently  no  definition  of  subordination,  it  is  not  possible  to 
obtain  third  parry  debt  under  this  section.  A  satisfactory  definition  of  subordination  is 
attached  as  an  Annex. 

107.585.  Should  not  apply  to  unleveraged  Licensees. 
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107.590.  Should  not  apply  to  unleveraged  SBICs.  See  Rider  92A.  A  phase-in  should 
occur  for  new  Licensees 

107.620  (a)  and  (b)  should  not  apply  to  unleveraged  SBICs 

(b)  (2)  should  be  expanded  to  include  the  CEO,  President,  Treasurer,  etc. 
107.630.  Allow  a  60  day  extension  for  Economic  Impact  Data. 

101.650.  See  Rider  98A 

106.680.  Should  not  apply  to  unleveraged  Licensees. 

107.692.  The  proposed  examination  fees  are  far  too  high.  The  proposed  fees  are  much 
higher  than  SBICs  pay  for  complete  audits  and  tax  returns  from  a  Big  Six  accounting 
firm.  Data  in  connection  with  this  is  attached.  Examining  for  regulatory  compliance 
requires  less  qualified  staff,  takes  less  time  and  is  subject  to  fewer  levels  of  internal 
review  than  preparing  GAAP  audits  and  tax  returns.  There  is  no  liability  risk  to  SBA.  The 
fees  should  reflect  these  realities.  A  modest  increase  over  the  prior  level  is  reasonable, 
subject  to  an  absolute  fee  cap  of  $10,000,  and  a  daily  rate  not  to  exceed  $1,000. 

107.720.  This  Section  should  not  apply  to  unleveraged  SBICs. 

(a)  see  Rider  103  A 

Delete  (b)(l)(ii).  There  arc  many  companies,  both  manufacturing  and  service 
which  use  third  party  employees  to  carry  out  all  of  their  day  to  day  operations,  not  merely 
"a  majority''  of  such  operations.  Examples  include  manufacturing  companies  which  use 
employee  leasing  services  or  temporary  agencies.  Some  service  companies  outsource 
clerical  operations,  which  may  comprise  the  majority  of  their  day  to  day  operations. 

(2)  should  also  except  a  business  if  it  passes  through  "substantially"  all  of  the 
proceeds.  There  is  no  need  for  the  pass  throagh  recipient  to  be  wholly-owned.  See  Rider 
104A 

(g)  (ii)  Revert  to  majority  or  prior  language. 
107.730.  Should  not  apply  to  unleveraged  SBICs 

(e)  (1)  Substitute  5  percent  for  3  percent 
107.740  should  not  apply  to  unleveraged  SBICs 

(c)  (5)  should  allow  for  a  longer  cure  period.  270  days  is  suggested. 
107.750  (c)  (3)  See  Rider  112A 

107.800  should  include  warrants  and  options. 
107.815  (b)  should  not  apply  to  unleveraged  SBICs 
107.825  Should  be  entirely  deleted. 


46 


107.828.  Should  not  apply  to  unleveraged  SBICs. 

(c)  acts  to  prevent  an  underwriter  from  earning  normal  commissions.  An 
exception  should  be  made. 

107.830  (a).  Propose  broaden  to  permit  up  to  25%  of  investments  to  have  a  shorter 
duration  provided  the  weighted  average  duration  of  investments  is  five  years  on 
cumulative  basis.  This  would  give  SBICs  slightly  more  flexibility  in  arranging  their 
financings,  while  still  maintaining  a  long-term  perspective  and  an  average  life  of  over 
five  years.  Because  it  broadens  an  SBICs  potential  investment  pool,  it  will  serve  to  lower 
the  subsidy  rate  over  time. 

107.840  Should  not  apply  to  equity  financings. 

107.855.  It  is  strongly  recommended  that  this  entire  section  be  deleted.  It  will  broaden  the 
potential  pool  of  SBIC  investments,  and  will  help  reduce  the  subsidy  rate.  If  elimination 
is  not  possible,  the  ceiling  on  debt  securities  should  be  raised,  preferably  to  18%. 

A  leveraged  SBIC  is  allowed  to  charge  up  to  the  higher  of  the  formula  rate  or  a  fixed 
premium  over  its  weighted  average  cost  of  SB  A  financing.  No  such  option  is  available  to 
an  unleveraged  SBIC.  The  regulation  should  be  revised  to  permit  any  SBIC  to  calculate 
its  Cost  Of  Money  ceiling  based  on  the  higher  of  the  formula  rate  and  its  weighted 
average  cost  of  capital  from  all  sources  (subject  to  a  cap  based  on  the  cost  of  SB  A 
leverage  generally). 

(i)  should  not  be  restricted  to  one-time,  and  should  be  computable  on  the  earlier  of 
five  years  or  when  the  debt  was  originally  due. 

107.860  (a)  (2)  adds  unnecessaryT5aperwork,  and  should  be  deleted. 

(f)  needs  to  be  amended  to  make  clear  that  legal  and  similar  costs  of  closing, 
monitoring  and  enforcement  are  specifically  permitted. 

107.865.  (d)  (1),  (d)  (3).  (d)  (4).  See  Rider  128 

(e)  (3)  to  read  "  Your  agreement  to  relinquish  Cono-ol  within  five  years  (although 
you  may  request  SBA's  approval  of  an  extension  beyond  five  years,  which  extension  will 
be  granted  if  you  can  establish  that  the  relinquishment  of  control  will  materially  impair 
the  value  of  your  investment)" 

107.900(b).  See  Rider  131 

107.1230.  (d)  (3)  This  should  be  deleted- 

(e)  Delete  other  than  requirement  to  file  Form  1031. 

107.1500  (b)  (ii).  Provided  the  general  rule  in  107.1500  (b)  (i)  is  followed,  there  should 
be  no  continuing  requirement.  An  SBIC  can  easily,  through  no  fault  of  its  own,  fall  into 
violation.  As  a  general  policy  matter,  items  outside  the  control  of  the  SBIC  should  not  be 
subject  to  SB  A  regulation. 
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107.1505  (a)  Delete  the  words  "However.  SB  A  has  the  right  to  make  the  final 
determination  of  Liquidity  Impairment". 

(b)  should  only  become  effective  when  SBA  incorporates  it  into  computerized 
Form  468. 

107.1540  and  elsewhere.  The  requirement  to  make  distributions  on  four  fixed  distribution 
days  (with  an  extra  tax  date  thrown  in)  is  completely  contrary  to  proper  fund  management 
and  the  way  that  all  non  SBIC  private  equity  firms  operate.  It  can  also  have  a  material 
negative  impact  upon  the  performance  of  the  fund-  As  part  of  the  new  funding 
mechanism.  SBICs  had  been  promised  drawdowns  on  an  "as  needed"  basis.  This  has,  as 
yet,  failed  to  materialize,  making  SBICs  cany  otherwise  unnecessary  amounts  of  idle- 
funds  just  in  order  to  meet  their  investment  and  "add-on"  needs,  which  hurts  returns,  and 
further  weakens  the  already  low  level  of  trust  between  gatekeeper  quality  investors  and 
SBA.  To  hamper  distributions  on  the  back-end  will  serve  to  exacerbate  all  such  problems, 
and  is  in  direct  contrast  to  investor  expectations. 

107.1840  (d)  (6)  Because  the  related  borrowing  has  already  been  taken  into  account  in 
determining  "Capital",  mis  section  effectively  double  counts  any  debt  obligation  that  is 
secured  by  an  investment  in  which  there  is  an  unrealized  gain.  Adjusted  Unrealized  Gain 
should  only  be  reduced  by  the  Unrealized  Appreciation  on  such  encumbered  assets. 

Other  Items. 

1.  Publication  of  the  details  of  new  licensees  in  the  Federal  Register  is  requested. 

2.  A  proposed  amendment  to  Regulation  121.40(b)  marked  to  show  changes  is 
enclosed. 
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the  maturities  of  the  Trust  Certificates  being  guaranteed  by  SBA, 
adjusted  to  the  nearest  one-eighth  of  one  percent. 

Trust  Certificates  (TCs^  means  certificates  issued  by  SBA,  its  agent 
or  Trustee  and  representing  ownership  of  all  or  a  fractional  part  of  a 
Trust  or  Pool  of  Debentures  or  Participating  Securities. 

Trustee  means  the  trustee  or  trustees  of  a  Trust. 

Undistributed  Wet  Realized  Earnings  means  Undistributed  Realized 
Earnings  lass  Non-cash  Gains/Income,  each  as  reported  on  SBA  Form  468. 

Unrealized  Appreciation  means  the  amount  by  which  a  Licensee's 


valuation  or^Loans  and  Investments,  as  determined  by  its  Board  of 
Directors  or  General  Partner (s)  in  accordance  with  Licensee's  valuation 
policies,  exceeds  the  cost  basis  thereof. 

Unrealized  Depreciation  means  the  amount  by  which  a  Licensee's 
valuation  of/Loans  and  Investments,  as  determined  by  its  Board  of 
Directors  or  General  Partner (s)  in  accordance  with  Licensee's  valuation 
policies,  is  below  the  cost  basis  thereof. 

Unrealized  Gain  TLossl  on  Securities  Held  means  the  sum  of  the 
Unrealized  Appreciation  and  Unrealized  Depreciation  on  all  of  a 
Licensee's  Loans  and  Investments,  less  estimated  future  income  tax 
expense  or  estimated  realizable  future  income  tax  benefit,  as 
appropriate. 

Venture  Capital  Financing  has  the  meaning  set  forth  in  S  107.1160. 

Wind-up  Plan  has  the  meaning  set  forth  in  S  107.590. 

Subpart  C  -  Qualifying  for  an  SBIC  License 

ORGANIZING  AN  SBIC 
S  107.100  Organising  a  Section  301(c)  Licensee. 
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such  entities)  in  an  aggregate  amount  that  does  not  exceed  33  percent  of 
Regulatory  Capital;  and 

(4)  Funds  invested  in  any  Section  301(d)  Licensee  or  such  license 
applicant  from  the  following  sources: 

(i)  A  State  financing  agency,  or  similar  agency  or  instrumentality,  if 
the  funds  invested  are  derived  from  such  agency's  net  income  and  not  from 
appropriated  State  or  local  funds;  and 

(ii)  Grants  made  by  a  state  or  local  government  agency  or 
instrumentality  into  a  nonprofit  corporation  or  institution  exercising 
discretionary  authority  with  respect  to  such  funds,  if  SBA  determines 
that  such  funds  have  taken  on  a  private  character  and  the  nonprofit 
corporation  or  institution  is  not  a  mere  conduit. 

(e)  You  nay  not  accept  any  capital  contribution  made  with  funds 
borrowed  by  a  Person  seeking  to  own  an  equity  interest  (whether  direct  or 
indirect,  beneficial  or  of  record)  of  at  least  10  percent  of  your  Private 
Capital.   This  exclusion  does  not  apply  if: 

(1)  Such  Person's  net  worth  is  at  least  twice  the  amount  borrowed;  or 

(2)  SBA  gives  its  priorj£riJfc£enapproval  of  the  capital  contribution 
S  107.240  Limitations  on naagf&Sg   non-cash  capital  contributions. 

Non-cash  capital  contributions  to  a  Licensee  or  license  applicant  are 
included  in  Private  Capital  only  if  they  fall  into  one  of  the  following  1  ^ 
categories : 

(a)  Direct  obligations  of,  or  obligations  guaranteed  as  to  principal 
and  interest  by,  the  United  States. 

(b)  Services  rendered  or  to  be  rendered  to  you,  priced  at  no  more  than 
their  fair  market  value. 

(c)  Tangible  assets  used  in  your  operations,  priced  at  no  more  than 
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more  frequently.  (j)JiH>&J 

(4)  You  must  report  material  (changes  in  valuations  at  least  quarterly, 
within  thirty  days  following  the  close  of  the  quarter. 

(e)  Review  of  valuations  bv  independent  public  accountant.   Your 
independent  public  accountant  must  review  only  valuations  performed  as  of 
the  end  of  your  fiscal  year.   The  accountant's  responsibility  includes 
reviewing  your  valuation  procedures  and  the  implementation  of  such 
procedures,  including  adequacy  of  documentation.   The  accountant  also  has 
reporting  responsibilities  concerning  the  results  of  this  review  (see 
appendix  I,  section  IV,  paragraphs  B  and  D)  . 
5  107.504  Computer  capability  requirements  of  Licensee. 

You  must  have  a  personal  computer  with  a  modem,  and  be  able  to  use 
this  equipment  to  prepare  reports  (using  SBA-provided  software)  and 
transmit  them  by  modem  to  SBA. 
S  107. SOS  Facsimile  requirement. 

You  must  be  able  to  receive  fax  messages  24  hours  per  day  at  your 
primary  office. 
S  107. S06   Safeguarding  Licensee's  assets/Internal  controls. 

You  must  adopt  a  plan  to  safeguard  your  assets  and  monitor  the 
reliability  of  your  financial  data,  personnel,  Portfolio,  funds  and 
equipment.  You  must  provide  your  bank  and  custodian  with  a  certified  copy 
of  your  resolution  or  other  formal  document  describing  your  control 
procedures. 

5  107.507  violation*  based  on  false  filings  end  nonperformance  of 
agreements  with  8BA. 

The  following  shall  constitute  a  violation  of  these  regulations: 

(a)  yonptrfprmancj.   Nonperformance  of  any  of  the  requirements  of  any 
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107.590  Licensee's  raquirament  to  maintain  active  operations. 

(a)  Activity  test.   You  must  conduct  active  operations,  as  determined 
under  this  S  107.590,  as  a  condition  of  your  licensa.   You  will  be 
considered  active  if: 

(1)  During  the  eighteen  months  preceding  your  most  recent  fiscal  year 
end,  you  made  Financings  (excluding  Commitments)  totaling  at  least  20 
percent  of  your  Regulatory  Capital;  and 

(2)  Your  idle  funds  did  not  exceed  20  percent  of  your  total  assets  (at 
cost)  at  your  most  recent  fiscal  year  end. 

(b)  Permitted  exceptions  to  activity  requirements.   You  are  considered 
active  if  \aBA  detulULlllea  UWlj  your  failure  to  meet  the  requirements  in 
paragraph  (a)  of  this  section  is  the  result  of ^OKe— isi'  BP^'a  of  the 
following  factors: 

(1)  Your  excess  idle  funds  are  the  result  of  veeent  realized  gains, 
repayments,  the  raising  of  additional  capital  or  Leverage  recent ty 
received   w»  i""*"  "tW*-  b*-*-*iw-J      *>*.**.      u— »^-fU_i . 

(2)  It  is  necessary  for  you  to  maintain  excess  idle  funds  to  conduct 
your  operations  because:       (^^lot  *- U*  rf  P^We^^jQ 

(i)  You  have  flu  i uuajjlimj  unfunded  commitments  (from  investors,!  awer 
(ii)  You  cannot  receive  additional  Leverage,  solely  because  SBA  has 
insufficient  funds  available. 

(3)  You  have  not  made  sufficient  Financings  because  of  a  lack  of 
available  funds,  evidenced  by  Loans  and  Investments  (at  cost)  equal  to  at 
least  90  percent  of  your  Combined  Capital  as  of  your  most  recent  fiscal 
year  end. 

(4)  You  have  not  made  sufficient  Financings  solely  because  SBA  has 
restricted  your  ability  to  make  investments. 
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or  only  cox-tain  statements  and  schedules.  You  must  file  such  reports  on 
or  before  the  last  day  of  the  month  following  the  end  of  the  reporting 
period. 

(c)  Standards  for  preparation  of  Form  468.   You  must  prepare  SBA  Form 
468  in  accordance  with  appendix  I,  Accounting  Standards  and  Financial 
Reporting  Requirements  for  Small  Business  Investment  Companies. 

(d)  Wft«re  to  file  Form  468.   Submit  all  filings  of  Form  468  to  the 
Investment  Division  of  SBA. 

(«)  Reporting  of  economic  impact  information  on  Form  468.   Your  annual 
filing  of  SBA  Form  4  68  must  include  an  assessment  of  the  economic  impact 
of  each  Financing,  specifying  the  full-time  equivalent  jobs  created  or 
retained,  and  the  impact  of  the  Financing  on  the  revenues  and  profits  of 
the  business  and  on  taxes  paid  by  the  business  and  its  employees. 
S   107.640  Requirement  to  file  Portfolio  Financing  Reports  (SBA  Form 
1031). 

For  each  Financing  of  a  Small  Business  (excluding  guarantees) ,  you 
must  submit  a  Portfolio  Financing  Report  on  SBA  Form  1031  within  30  days 
of  the  closing  date. 
S  107. 650  Requirement  to  report  portfolio  valuations  to  SBA. 

You  must  determine  the  value  of  your  Loans  and  Investments  in 
accordance  with  S  107.503.   You  must  report  such  valuations  to  SBA  within 
90  days  of  the  end  of  the  fiscal  year  in  the  case  of  annual  valuations, 
and  within  30  days  fgllnvin?  the  close  of  other  reporting  periods.   You 
must  report  material  /changes  in  valuations  at  least  quarterly,  within 
thirty  days  following  the  close  of  the  quarter. 
S  107.660  other  items  required  to  be  filed  by  Licensee  with  SBA. 

(a)  Reports  to  owners.   You  must  give  SBA  a  copy  of  any  report  you 


53 


DRAFT..  FOR  DISCUSSION  PURPOSES  OHLY 


required  percentage  of  Smaller  Business  Financings  at  the  end  of  any 
fiscal  year,  than  you  must  be  in  compliance  by  the  end  of  the  following 
fiscal  year. 


5  107.720  Small  Businesses  that  may  be  iseligibla  for  Financing. 

(a)  Relenders  or  reinvestors.   You  are  not  permitted  tn  finance  any 

(l)  Definition.   Relenders  or  reinvestors  are  businesses  whose  primary 


fa)  Relenders  or  reinvestors.   Vou  are  not  permitted  tn  finance  any 

S**a\\   Uuv  1 1 J *t!W-^  <nr    KawmKh*-  W  JVC  tota*}  W/UX1  tohWKt  A   -fc*  W 
^lisiaesq  that  n  a  ralanriirr  nr  rafnvstor-.  r    J  -"*•"«■*■»      g"  ^  "~* 


business  activity  involves,  directly  or  indirectly,  providing  funds  to 
others,  purchasing  debt  obligations,  factoring,  or  long-term  leasing  of 
equipment  with  no  provision  for  maintenance  or  repair. 

(2)  Exception.   You  may  provide  Venture  Capital  Financing  to 
Disadvantaged  Businesses  that  are  relenders  or  reinvestors  (except  banks 
or  savings  and  loans  not  insured  by  agencies  of  the  federal  government, 
and  agricultural  credit  companies).  Without  SBA's  prior  written  approval, 
total  Financings  under  this  paragraph  (a)  (2)  that  are  outstanding  as  of 
the  close  of  your  fiscal  year  must  not  exceed  your  Regulatory  Capital. 

(b)  Passive  Businesses.   You  are  not  permitted  to  finance  a  passive 
business. 

(1)  Definition.   A  business  is  passive  if: 

(i)  It  is  not  engaged  in  a  regular  and  continuous  business  operation 
(for  purposes  of  this  paragraph  (b) ,  the  mere  receipt  of  payments  such  as 
dividends,  rents,  lease  payments,  or  royalties  is  not  considered  a 
regular  and  continuous  business  operation) ;  or 

Hi)    mt-m    ■■pi.iJi..r  ....  -.«■  ■  '  i  j^  f  —  j  ■-  fchi  mnjririty  nl  tht  dar  to  diy 
npnratiensy  or — <~ 

(iii)  It  passes  through  substantially  all  of  the  proceeds  of  the 
Financing  to  another  entity. 
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(2)  Exception.   You  may  finance  a  passive  business  if  it  passesfall  .   " 
the  proceeds  of  the  Financing  through  to  a  wholly-ownadyeligible  Small 
Business  that  is  not  passive. 

(c)  Real  Estate  Businesses.  (1)  You  ara  not  permitted  to  finance  any 
businass  classified  under  Major  Group  65  (Real  Estate)  or  Industry  No. 
1532  (Operative  Builders)  of  the  SIC  Manual,  with  the  following 
exceptions: 

(i)  Title  Abstract  companies  (Industry  No.  6541);  and 

(ii)  Companies  listed  under  Industry  No.  6531  (for  example,  real 
estate  agents,  brokers,  escrow  agents,  managers  and  multiple  listing 
services)  that  derive  at  least  80  percent  of  their  revenue  from  non- 
Affiliate  sources. 

(2)  You  are  not  permitted  to  finance  a  business,  regardless  of  SIC 
classification,  if  the  Financing  is  to  be  used  to  acquire  realty  or  to 
discharge  an  obligation  relating  to  the  prior  acquisition  of  realty, 
unless  the  Small  Business: 

(i)  Is  acquiring  an  existing  building  and  will  use  at  least  51  percent 
of  the  usable  square  footage  for  an  eligible  business  activity;  or 

(ii)  Is  building  or  renovating  a  building  and  will  use  at  least  67 
percent  of  the  usable  square  footage  for  an  eligible  business  activity. 

(d)  Pr-oiect  Financing.  You  are  not  permitted  to  finance  a  business  if: 
(1)  The  assets  of  the  business  are  to  be  reduced  or  consumed, 

generally  without  replacement,  as  the  life  of  the  business  progresses, 
and  the  nature  of  the  business  requires  that  a  stream  of  cash  payments  be 
made  to  the  business 's  financing  sources,  on  a  basis  associated  with  the 
continuing  sale  of  assets.   Examples  include  real  estate  development 
projects  and  oil  and  gas  wells;  or 
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(3)  Facilitate  ownership  in  a  Disadvantaged  Business. 

(b)  The  Resulting  Concern  (as  defined  in  paragraph  (c)  of  this 
section)  must: 

(1)  Be  a  Small  Business  under  S  107.700; 

(2)  Have  500  or  fewer  full-time  equivalent  employees;  or  meet  one  of 
the  appropriate  debt/equity  ratio  tests: 

(i)  If  you  have  outstanding  Leverage,  the  Resulting  concern's  ratio  of 
debt  to  equity  must  be  no  more  than  S  to  1;  or 

(ii)  if  you  have  no  outstanding  Leverage,  the  Resulting  Concern's 
ratio  of  debt  to  equity  must  be  no  more  than  8  to  1. 

(c)  Definitions,  (l)  The  "Resulting  Concern"  is  determined  by  viewing 
the  business  as  though  the  change  of  ownership  had  already  occurred, 
giving  effect  to  all  contemplated  financing,  mergers,  and  acquisitions. 

(2)  For  purposes  of  this  section,  "debt"  means  long-term  debt, 
including  contingent  liabilities,  but  excluding  accounts  payable, 
operating  leases,  letters  of  credit,  subordinated  notes  payable  to  the 
seller,  any  other  liabilities  approved  for  exclusion  by  SBA  and  short- 
term  working  capital  loans  (so  long  as  the  loans  carry  a  zero  balance  for 
3  0  consecutive  days  during  the  concern's  fiscal  year) . 

(3)  For  purposes  of  this  section,  "equity"  means  common  and  preferred 
stock  (corporation) /^contributed  capital  (partnership),  or  membership 
interests  (limited  liability  company) . 

S  107. 7«o  Hov  a  change  in  site  or  activity  of  a  Portfolio  Concern  affects 
the  Licensee  and  the  Portfolio  concern. 

(a)  Effect  on  Licensee  of  a  change  in  size  of  a  Portfolio  Concern.  If 
a  Portfolio  Concern  no  longer  qualifies  as  a  Small  Business  you  may  keep 
your  investment  in  the  concern  and: 


$uMi»4-W  MfcjjyM^  -^d\*, 
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(3)  A  block  of  at  least  20  percent  of  the  outstanding  voting 
securities,  if  there  are  50  or  more  shareholders  and  no  other  party  holds 
a  larger  block. 

(c)  ttebuttals  to  presumption  ef  Control.   A  presumption  of  Control 
under  paragraph  (b)  of  this  section  is  rebutted  if: 

(1)  The  management  of  the  Small  Business  owns  at  least  a  25  percent 
interest  in  the  voting  securities  of  the  business;  and 

(2)  The  management  of  the  Small  Business  can  elect  at  least  40  percent 
(rounded  down)  of  the  board  members  of  a  corporation,  general  partners  of 
a  limited  partnership,  or  managers  of  a  limited  liability  company,  as 
appropriate,  and  the  Investor  Group  can  elect  no  more  than  40  percent 
(rounded  up) .   The  balance  of  such  officials  may  be  elected  through 
mutual  agreement  by  management  and  the  Investor  Group. 

(d)  Temporary  Control  permitted.   You  may  acguire  temporary  Control: 
(1)  Where  reasonably  necessary  for  the  protection  of  your  investment/' >J 

yufidei  etretBCPPmCBB  where  a  BaaJU  inntnin  fca  Llueufciminl  niUi  iiuiul»euuy 
jg'.elfiiyrt; 


(2)  If  there  has  been  a  material  breach  of  the  Financing  agreement  by 
the  Small  Business ; 

(3)  If  there  has  been  a  substantial  change  in  the  Small  Business' s 
operations  or  products  during  the  past  2  years,  or  such  a  change  is  the 
intended  result  of  the  Financing,  and/the  Investor  Group's  original 
Financing  constitutes  the  Small  Business's  major  source  of  capital;  or 

(4)  In  the  case  of  a  Start-up  Financing^if  you  or  the  Investor  Group 
constitute  the  Small  Business's  major  source  of  capital. 

(e)  control  certification.   If  you  take  temporary  Control  of  a  Small 
Business  under  paragraph  (d)  of  this  section,  you  must  file  a  Control 
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§  107.900  Management  fees  for  services  provided  to  a  saall  Business  by 
Licensee  or  its  Associate. 

This  5  107.900  applies  to  management  services  that  you  or  your 
Associate  provide  to  a  Small  Business  during  the  term  of  a  Financing  or 
prior  to  Financing.   It  does  not  apply  to  management  services  that  you  or 
your  Associate  provide  to  a  Small  Business  that  you  do  not  finance.   Fees 
permitted  under  this  section  are  not  included  in  the  Cost  of  Money  (see  S 
107.855)  . 

(a)  Permitted  management  fees.   You  or  your  Associate  may  provide 
management  services  to  a  Small  Business  financed  by  you  if: 

(1)  You  or  your  Associate  have  entered  into  a  written  contract  with 
the  Small  Business; 

(2)  Services  are  provided  only  on  an  hourly  fee  basis; 

(3)  The  fees  charged  are  for  services  actually  performed;  and 

(4)  The  hourly  rate  does  not  exceed  the  prevailing  rate  charged  for 
comparable  services  by  other  organizations  in  your  geographic  area. 

(b)  Fees  for  service  as  a  board  member.   You  or  your  Associate  may 
/receive  feeslfor  services  provided  as  members  of  the  board  of  directors 

of  a  Small  Businesses  Financed  by  you.   The  fees  must  not  exceed  those 
paid  to  other  outside  board  member^)  «T  1*1  "H^  oh&UL  tf  fikfa'Al   felrt/  !\M*J&t 

(c)  SBA  approval  required.  You  must  obtain  SBA's  prior  written 
approval  of  any  management  contract  that  does  not  satisfy  paragraphs  (a) 
or  (b)  of  this  section  107.900. 

(d)  Recordkeeping  requirement*.  You  must  keep  a  record  of  hours  spent 
and  amounts  charged  to  the  Small  Business,  including  expenses  charged. 

(a)  Transaction  fees.  (1)  You  may  charge  reasonable  transaction  fees 
for  work  you  or  your  Associate  perform  to  prepare  a  client  for  a  public 
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DEPlNTnON  OF  AFFILIATES  WHEN  DETERMINING  THE  SIZE  STANDARD 


121.401(b) « Exclusion  From  Affiliation  Coverage  •  Portfolio  or  client  concerns 
owned  in  whole  or  In  part  by  Investment  companies  licensed,  or  development 
companies  qualifying  under  the  Small  Business  investment  Act  of  1958,  as 
amended,  by  Investment  Companies  registered  under  the  Investment  Company 
Act  of  1940,  as  amended,  or  bv  other  investors  primarily  enoaoed  in  the  business 
of  providing  equity  and/or  debt  financing  to  third  parties,  concerns  owned  and 
controlled  by  Indian  Tribes  or  concerns  owned  and  controlled  by  Alaska  Region  or 
village  Corporations  organized  pursuant  to  the  Alaska  Native  Claims  Settlement 
Act  (43  U.S.C.  1601,  et  seq.)  are  not  considered  affiliates  of  such  investment 
companies,  development  companies,  Investors,  tribes,  or  Alaska  Regional  or 
Village  Corporations.  In  addition,  such  Investment  companies,  development 
companies,  investors,  tribes  or  Alaska  Regional  Village  Corporations  are  not 
considered  affiliates  of  anv  concern  receiving  Financing  from  a  Licensee. 
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□RAPT  #  1 
11/30/95 


ANNEX      TO  SBA  REGULATIONS 

Whenever  a  licensee  incurs  Senior  Indebtedness  (as 
defined  herein)  in  compliance  with  13  CFR  §  107.560(b)  or  (c) 
promulgated  pursuant  to  the  Act,  the  repayment  of  any  Debentures 
shall  be  subordinated  in  favor  of  such  Senior  Indebtedness  on  the 
terms  and  to  the  extent  provided  below: 

ARTICLE  I 

DEFINITIONS 

SECTION  1.1   Defined  Terms.   Capitalized  terms  used  herein, 
but  not  defined  herein,  shall  have  the  meanings  ascribed  to  them 
in  13  CFR  S  107.50.   As  used  in  this  Annex,  the  following  terms 
shall  have  the  following  respective  meanings: 

"Annex"  shall  mean  this  Annex. 

"Applicable  Blockage  Period"  shall  mean,  (a)  with  respect  to 
any  Monetary  Default  Subordination  Event,  the  period  from  and 
including  the  date  on  which  such  Monetary  Default  Subordination 
Event  occurs  until  the  first  to  occur  of  (i)  the  date  on  which 
the  applicable  holder (s)  of  Senior  Indebtedness  shall  have 
expressly  waived  or  acknowledged  the  cure  of  such  Monetary 
Default  Subordination  Event,  in  each  case  in  writing,  and  (ii) 
the  date  on  which  the  applicable  holder  (s)  of  Senior  Indebtedness 
shall  expressly  waive  the  application  of  Section  2.1(a)  in 
writing;  and  (b)  with  respect  to  any  Non-Monetary  Default 
Subordination  Event,  the  period  from  and  including  the  date  of 
receipt  by  the  Licensee  and  SBA  of  a  Non-Monetary  Default 
Subordination  Notice  relating  thereto  from  the  Designated  Agent 
until  the  first  to  occur  of:  (i)  the  180th  day  after  receipt  of 
such  Non-Monetary  Default  Subordination  Notice;  (ii)  the  date  on 
which  the  applicable  holder (s)  of  Senior  Indebtedness  shall  have 
expressly  waived  or  acknowledged  the  cure  of  such  Non-Monetary 
Default  Subordination  Event,  in  each  case  in  writing;  and  (iii) 
the  date  on  which  the  applicable  holder (s)  of  Senior  Indebtedness 
shall  expressly  waive  the  application  of  Section  2.1(b)  in 
writing. 

"Business  Day"  shall  mean  any  day  other  than  a  Saturday, 
Sunday,  or  a  Federal  holiday  on  which  the  SBA  is  generally  not 
open  for  business. 

"Monetary  Default  Subordination  Event"  shall  have  the 
meaning  assigned  to  such  term  in  Section  2.1(a) . 
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MNon-Monetarv  Default  Subordination  Event"  shall  have  the 
meaning  assigned  to  such  term  in  Section  2.1(b) . 

"Non-Monetary  Default  Subordination  Notice*  shall  have  the 
meaning  assigned  to  such  term  in  Section  2.1 (b) . 

"Payment  in  full"  or  "paid  in  full"  or  any  similar  term  or 
phrase  when  used  in  this  Annex  with  respect  to  Senior 
Indebtedness  shall  mean  the  payment  in  full  of  all  such  Senior 
Indebtedness  in  cash,  or,  in  the  case  of  Senior  Indebtedness 
consisting  of  contingent  obligations  in  respect  of  letters  of 
credit  or  other  reimbursement  obligations,  the  setting  apart  of 
cash  sufficient  to  discharge  such  portion  of  Senior  Indebtedness 
in  an  account  for  the  exclusive  benefit  of  the  holders  thereof, 
in  which  account  such  holders  shall  be  granted  by  the  Licensee  a 
first  priority  perfected  security  interest  in  a  manner  reasonably 
acceptable  to  such  holders . 

"Person"  shall  be  construed  broadly  and  shall  include  any 
corporation,  natural  person,  firm,  joint  venture,  limited 
partnership,  general  partnership,  trust,  land  trust,  business 
trust,  or  other  organization,  irrespective  of  whether  it  is  a 
legal  entity,  and  any  Governmental  Authority  or  political 
subdivision  thereof. 

"Scheduled  Payment"  shall  have  the  meaning  assigned  to  such 
term  in  Section  2 .1 (a) . 

"Scheduled  Payment  Date"  shall  have  the  meaning  assigned  to 
such  term  in  Section  2 .1 (a) . 

"Senior  Indebtedness*  shall  mean  all  payment  obligations 
(whether  now  existing  or  hereafter  incurred)  of  a  Licensee  in 
respect  of  (a)  principal  amount  of  any  indebtedness  incurred 
pursuant  to,  and  in  compliance  with,  13  CFR  §  107.560(b)  or  (c)  , 
(b)  interest  and  premium,  if  any,  on  the  outstanding  amounts 
referred  to  in  clause  (a)  ,  (c)  the  fees  (including  commitment  and 
monitoring  fees) ,  expenses  (including  the  costs  of  enforcement) 
and  other  customary  charges  and  indemnities  payable  pursuant  to 
the  instruments  or  agreements  evidencing  or  creating  the 
indebtedness  referred  to  in  clause  (a) ,  and  (d)  post -petition 
interest  on  the  amounts  referred  to  in  clauses  (a)  through  (c) 
accruing  subsequent  to  the  commencement  of  a  bankruptcy, 
insolvency  or  similar  proceeding  (whether  or  not  such  interest  is 
allowed  as  a  claim  in  such  proceeding) . 

"Subordinated  Obligations"  shall  have  the  meaning  assigned 
to  such  term  in  Section  2.1. 

"Subordinated  Payee"  shall  mean  the  holder  of  any  Debenture 
including  the  SBA,  as  subrogee,  upon  its  payment  pursuant  to  its 
guarantee  of  amount  owing  with  respect  to  any  Debenture. 
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"Voidable  Transfer"  shall  have  the  meaning  assigned  Co  such 
term  in  Section  3-5. 

SECTION  1.2   Terms  Generally.   The  definitions  in  Section 
1.1  shall  apply  equally  to  the  singular  and  plural  forms  of  the 
terms  defined.   Whenever  the  context  may  require,  any  pronoun 
shall  include  the  corresponding  masculine,  feminine  and  neuter 
forms.   The  words  "include",  "includes"  and  "including"  shall  be 
deemed  to  be  followed  by  the  phrase  "without  limitation" . 

SECTION  1.3   Cross-Raf ereneea .   Unless  otherwise  specified, 
references  in  this  Annex  to  any  Article  or  Section  are  references 
to  such  Article  or  Section  of  this  Annex,  as  the  case  may  be,  and 
references  in  any  Section  or  definition  to  any  subsection  or 
clause  are  references  to  such  subsection  or  clause  of  such 
Section  or  definition. 


ARTICLE  II 

SUBORDINATION  OF  DEBENTURES 

SECTION  2 . 1   Subordination  of  Debentures .   The  payment  of 
principal,  premium,  or  interest  on  any  Debentures  and  any  other 
obligations  or  liabilities  of  the  Licensee,  now  existing  or 
hereafter  created,  arising  under  or  in  connection  with  such 
Debentures,  including  all  expenses,  fees,  indemnities,  interest 
and  other  amounts  now  or  hereafter  payable  to  the  Subordinated 
Payee  thereunder  (all  of  the  foregoing,  the  "Subordinated 
Obligations")  are  subordinate  and  junior,  to  the  extent  set  forth 
below,  and  subject  in  right  of  payment  to  the  prior  payment  in 
full  of  all  Senior  Indebtedness. 

(a)   If  the  Licensee  shall  default  in  any  payment  on  any 
Senior  Indebtedness  when  such  becomes  due  and  payable,  whether  at 
maturity  or  at  a  date  fixed  for  prepayment  or  by  declaration  or 
acceleration  or  otherwise  (a  "Monetary  Default  Subordination 
Event" ) ,  then  the  Licensee  shall  not  make  and  the  Subordinated 
Payee  shall  not  accept  or  receive  any  direct  or  indirect  payment 
(in  cash,  property  or  securities,  by  set-off,  or  otherwise)  on 
account  of  the  Subordinated  Obligations  during  the  Applicable 
Blockage  Period  (including  any  payment  which  may  be  payable  by 
reason  of  the  payment  of  any  other  indebtedness  of  the  Licensee 
being  subordinated  to  the  payment  of  the  Subordinated 
Obligations)  ,-  provided,  however,  that  in  the  case  of  any  payment 
on  or  in  respect  of  any  Subordinated  Obligation  that  would  have 
been  due  and  payable  on  any  date  (a  "Scheduled  Payment  Date") 
during  such  Applicable  Blockage  Period,  the  provisions  of  this 
subsection  2.1(a)  shall  not  prevent  the  making  of  such  payment  (a 
"Scheduled  Payment")  on  or  after  the  date  immediately  following 
the  termination  of  such  Applicable  Blockage  Period.   In  the  event 
that,  notwithstanding  the  foregoing,  the  Licensee  shall  make  any 
payment  to  the  Subordinated  Payee  prohibited  by  the  foregoing 
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provisions  of  this  subsection  2.1(a) .  then,  and  in  such  event  such 
payment  shall  be  segregated  by  the  Subordinated  Payee  and  held  in 
trust  for  the  benefit  of,  and  immediately  shall  be  paid  over  to 
the  holders  of  Senior  Indebtedness  (ratably  based  upon  the 
outstanding  principal  balances  thereof)  for  application  against, 
the  Senior  Indebtedness  remaining  unpaid  until  such  Senior 
Indebtedness  is  paid  in  full. 

(b)  Except  under  circumstances  when  the  terms  of 
subsections  2.1(a)  or  (c)  are  applicable,  if  (i)  the  Licensee 
shall  default  under  any  provision  of  any  instrument  or  agreement 
evidencing  or  creating  any  Senior  Indebtedness  (a  "Non-Monetarv 
Default  Subordination  Event") .  and  (ii)  the  Licensee  and  SBA 
shall  have  received  notice  from  or  on  behalf  of  any  holder  of 
Senior  Indebtedness  of  the  existence  of  such  Non-Monetary  Default 
Subordination  Event  and  specifically  designating  such  notice  as  a 
-Non -Monetary  Default  Subordination  Notice"  (a  "Non-Monetarv 
Default  Subordination  Notice''),  and  (iii)  no  Non-Monetary  Default 
Subordination  Notice  shall  be  effective  within  the  180 -day  period 
immediately  following  the  expiration  of  the  last  Applicable 
Blockage  Period  relating  to  a  Non-Monetary  Default  Event,  then 
the  Licensee  shall  not  make  and  the  Subordinated  Payee  shall  not 
accept  or  receive  any  direct  or  indirect  payment  (in  cash, 
property  or  securities,  by  set-off,  or  otherwise)  on  account  of 
the  Subordinated  Obligations  during  the  Applicable  Blockage 
Period  (including  any  payment  which  may  be  payable  by  reason  of 
the  payment  of  any  other  indebtedness  of  the  Licensee  being 
subordinated  to  the  payment  of  the  Subordinated  Obligations) ; 
provided,  however .  that  in  the  case  of  any  Scheduled  Payment  on 
or  in  respect  of  any  Subordinated  Obligation  that  would  (in  the 
absence  of  any  such  Non-Monetary  Default  Subordination  Notice) 
have  been  due  and  payable  on  any  Scheduled  Payment  Date  during 
such  Applicable  Blockage  Period,  the  provisions  of  this 
subsection  2.1(b)  shall  not  prevent  the  making  of  such  Scheduled 
Payment  on  or  after  the  date  immediately  following  the 
termination  of  such  Applicable  Blockage  Period.   In  the  event 
that,  notwithstanding  the  foregoing,  the  Licensee  shall  make  any 
payment  to  the  Subordinated  Payee  prohibited  by  the  foregoing 
provisions  of  this  subsection  2.1(b).  then  and  in  such  event  such 
payment  shall  be  segregated  by  the  Subordinated  Payee  and  held  in 
trust  for  the  benefit  or  and  immediately  shall  be  paid  over  to 
the  holders  of  Senior  Indebtedness  (ratably  based  upon  the 
outstanding  principal  balances  thereof)  for  application  against 
the  Senior  Indebtedness  remaining  unpaid  until  such  Senior 
Indebtedness  is  paid  in  full. 

(c)  In  the  event  of  the  institution  of  any  insolvency, 
bankruptcy,  liquidation,  reorganization,  or  other  similar 
proceedings ,  or  any  receivership  proceedings  in  connection 
therewith,  relative  to  the  Licensee  (including  any  such 
proceeding  or  receivership  initiated,  officiated  or  administered 
by  the  SBA)  ,  and  in  the  event  of  any  proceedings  for  voluntary 
liquidation,  dissolution,  or  other  winding  up  of  the  Licensee, 

S:\ltt7VBlUSSCWP 


63 


whether  involving  insolvency  or  bankruptcy  proceedings,  then  (i) 
all  Senior  Indebtedness  shall  first  be  paid  in  full  before  any 
payment  is  made  by  or  on  behalf  of  the  Licensee  on  the 
Subordinated  Obligations;  (ii)  any  payment  or  distribution  of  any 
kind  or  character,  whether  in  cash,  property  or  securities,  by 
set-off  or  otherwise,  to  which  the  Subordinated  Payee  would  be 
entitled  but  for  the  provisions  of  this  subsection  2.1(c)  shall 
be  paid  or  delivered  by  the  Person  making  such  payment  or 
distribution,  whether  a  trustee  in  bankruptcy,  a  receiver,  a 
liquidating  trustee,  or  otherwise,  directly  to  the  holders  of ^ 
Senior  Indebtedness  (ratably  based  upon  the  outstanding  principal 
balances  thereof)  ,  to  the  extent  necessary  to  make  payment  in 
full  of  all  Senior  Indebtedness  remaining  unpaid.   In  the  event 
that,  notwithstanding  the  foregoing  provisions  of  this  subsection 
(c) .  the  Subordinated  Payee  shall  have  received  any  such  payment 
or  distribution  of  any  kind  or  character,  whether  in  cash, 
property  or  securities,  by  setoff  or  otherwise,  before  all  Senior 
Indebtedness  is  paid  in  full,  then  and  in  such  event  such  payment 
or  distribution  shall  be  segregated  and  held  in  trust  for  the 
benefit  of  and  immediately  shall  be  paid  over  to  the  holders  of 
Senior  Indebtedness  (ratably  based  upon  the  outstanding  principal 
balances  thereof)  for  the  application  to  the  payment  of  all 
Senior  indebtedness  remaining  unpaid  until  all  such  Senior 
Indebtedness  shall  have  been  paid  in  full. 

SECTION  2.2   I-'tTJi-^MonB  of  Subordination. 

(a)  Except  as  otherwise  provided  in  this  Annex,  nothing 
contained  in  this  Annex  shall  prevent  a  Licensee  from  making 
payments  (including  any  payment  which  may  be  payable  by  reason  of 
the  payment  of  any  other  indebtedness  of  a  Licensee  being 
subordinated  to  payment  of  the  Debentures)  at  any  time  on  account 
of  principal  of  (and  premium,  if  any)  or  interest  on  the 
Debentures  or  on  account  of  the  purchase  or  other  acquisition  of 
the  Debentures. 

(b)  Notwithstanding  any  other  provision  of  this  Annex,  (i) 
the  Subordinated  Payee  may  accept  and  retain  any  payment  made  by 
the  SBA,  as  guarantor  of  the  Debentures,  and  such  payments  by  the 
SBA  shall  not  be  subject  to  this  Annex  (provided  that  the  rights 
of  the  SBA  to  seek  payment  of  the  Debentures  from  a  Licensee,  as 
subrogee  to  any  Subordinated  Payee  to  whom  the  SBA  made  a  payment 
as  guarantor  of  any  Debentures,  shall  be  subject  to  this  Annex)  , 
(ii)  the  holder  or  holders  of  the  Debentures  may  exercise  all 
remedies  otherwise  permitted  by  applicable  law  upon  default  under 
a  Debenture,  subject  to  the  rights,  if  any,  under  this  Annex  of 
the  holders  of  Senior  Indebtedness  to  receive  cash,  property  and 
securities  otherwise  payable  or  deliverable  to  such  holder  of  the 
Debentures,  and  (iii)  the  rights  of  the  SBA  to  enforce  any  laws 
or  regulations  or  to  initiate  any  proceeds  against  a  Licensee 
(including  any  proceeding  to  liquidate  a  Licensee)  shall  not  be 
impaired  by  this  Annex. 
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(c)   The  SBA  may  unilaterally  amend  this  Annex  at  any  time, 
provided,  that  any  such  amendment  shall  not  adversely  affect  the 
rights  of  any  holders  of  Senior  Indebtedness  if  the  principal 
amount  of  such  Senior  Indebtedness  was  incurred  prior  to  such 
amendment . 

SECTION  2.3   Relative  Rights  of  Parties. 

(a)  The  foregoing  provisions  of  this  Annex  constitute  a 
continuing  offer  to  all  Persons  who,  in  reliance  upon  such 
provisions,  become  holders-  of  Senior  Indebtedness ,  and  such 
provisions  are  made  for  the  benefit  of,  and  may  be  enforced 
directly  by,  holders  of  Senior  Indebtedness,  who  hereby  are 
expressly  stated  to  be  intended  beneficiaries  of  this  Annex.   Mo 
right  of  any  present  or  future  holder  of  Senior  Indebtedness  to 
enforce  subordination  as  herein  provided  shall  at  any  time  in  any 
way  be  prejudiced  or  impaired  by  any  act  or  failure  to  act  on  the 
part  of  the  Licensee  or  by  any  non-compliance  by  the  Licensee 
with  the  terms,  provisions,  and  covenants  of  the  Debentures, 
regardless  of  any  Knowledge  thereof  any  such  holder  may  have  or 
be  otherwise  charged  with. 

(b)  Without  in  any  way  limiting  the  generality  of 
subsectjon  2.3(a),  the  holders  of  the  Senior  Indebtedness  may,  at 
any  time  and  from  time  to  time,  without  the  consent  of  or  notice 
to  the  Subordinated  Payee  or  SBA,  without  incurring 
responsibility  and  without  impairing  or  releasing  the 
subordination  provided  in  this  Annex  or  the  obligations  to  the 
holders  of  the  Senior  Indebtedness,  do  any  one  or  more  of  the 
following:  (i)  change  the  manner,  place  or  terms  of  payment  or 
extend  the  time  of  payment  of,  or  renew,  amend,  modify,  or  alter, 
any  Senior  Indebtedness  or  any  instrument  evidencing  the  same  or 
any  agreement  evidencing,  governing,  creating,  guaranteeing  or 
securing  any  Senior  Indebtedness  (provided  that  the  principal 
balance  of  any  such  Senior  Indebtedness  may  only  be  increased  in 
compliance  with  13  CFR  5  107.560);  (ii)  sell,  exchange,  release, 
or  otherwise  deal  with  any  property  pledged,  mortgaged  or 
otherwise  securing  Senior  Indebtedness;  (ill)  fail  or  delay  in 
the  perfection  of  liens  securing  the  Senior  Indebtedness;  and 
(iv)  exercise  or  refrain  from  exercising  any  rights  against  the 
Licensee  and  any  other  Person. 

SECTION  2.4   Subrogation.   The  purpose  of  this  Section  2.4 
is  to  set  forth  the  understanding  of  the  parties  hereto  with 
respect  to  the  relative  rights  of  the  holders  of  the  Senior 
Indebtedness  on  the  one  hand,  and  the  Subordinated  Payee  on  the 
other  hand,  and  nothing  herein  shall  impair,  as  between  the 
Licensee  and  the  Subordinated  Payee,  the  obligation  of  the 
Licensee,  which  is  unconditional  and  absolute  (and  which,  subject 
to  the  rights  under  this  Annex  of  the  holders  of  Senior 
Indebtedness,  is  intended  to  rank  equally  with  all  other  general, 
unsecured  obligations  of  the  Licensee) ,  to  pay  the  Subordinated 
Payee  the  principal  of  the  Debentures  and  the  premium,  if  any, 
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and  interest  thereon  in  accordance  with  the  terms  of  such 
Debentures.   Upon  payment  in  full  of  the  Senior  Indebtedness,  the 
Subordinated  Payee  shall  be  subrogated  to  the  rights  of  the 
holders  of  the  Senior  Indebtedness  to  receive  payments  or 
distributions  of  the  Licensee  made  on  the  Senior  Indebtedness 
(and  any  security  therefor)  until  the  Subordinated  Obligations 
shall  be  paid  in  full.   For  the  purposes  of  such  subrogation,  no 
payments  to  the  holders  of  Senior  Indebtedness  of  any  cash, 
property  or  securities,  or  obligations  to  which  the  Subordinated 
Payee  would  be  entitled,  except  for  the  provisions  of  this  Annex, 
shall,  as  between  the  Licensee,  its  creditors  (other  than  the 
holders  of  the  Senior  Indebtedness)  ,  and  the  Subordinated  Payee, 
be  deemed  to  be  a  payment  by  the  Licensee  to  or  on  account  of  the 
Senior  Indebtedness . 

SECTION  2.5   Voidable  Transfers.   If  a  claim  is  made  upon 
any  holder  or  holders  of  Senior  Indebtedness  for  repayment  or 
recovery  of  any  amount  ("Voidable  Transfer")  on  account  of  any 
Senior  Indebtedness  under  any  state  or  federal  law,  whether  by 
reason  of  preference,  fraudulent  conveyance,  or  otherwise  and  if 
such  holder  or  holders  of  Senior  Indebtedness  repay  all  or  a 
portion  of  such  amounts  by  reason  of  (i)  any  judgment,  decree,  or 
order  of  any  court  or  administrative  body  having  jurisdiction 
over  such  holder  or  holders,  or  (ii)  any  settlement  or  compromise 
of  any  claim  effected  by  such  holder  or  holders  based  upon  the 
advice  of  counsel,  then,  as  to  the  amount  that  has  been  repaid, 
the  provisions  this  Annex  automatically  shall  be  reinstated  and 
restored  and  the  amount  so  repaid  shall  constitute  Senior 
Indebtedness  entitled  to  the  benefits  of  this  Annex  as  if  such 
Voidable  Transfer  never  had  been  made.   In  addition  (and  in 
addition  to  other  rights,  if  any,  to  require  turn-over  of 
payments  provided  in  Section  2.1) ,  the  holders  of  Senior 
Indebtedness  shall  be  entitled,  by  written  notice  to  the  SEA  to 
require  the  SBA  to  pay  over  to  the  holders  of  the  Senior 
Indebtedness  any  and  all  payments  that  any  Subordinated  Payee 
actually  has  received  and  retained  from  the  Licensee  on  account 
of  the  Debentures. 

SECTION  2.6  Notices.   All  notices  and  other  communications 
required  or  permitted  to  be  given  hereunder  shall  be  in  writing 
and  shall  be  deemed  to  have  been  duly  given  when  delivered  in 
person,  or  when  sent  by  telex  or  telecopy  or  other  facsimile 
transmission  (with  receipt  confirmed)  ,  on  the  next  Business  Day 
after  being  sent  by  reputable,  national  overnight  courier  service 
(e.g.,  Federal  Express,  Express  Mail,  Airborne),  or  on  the  fourth 
Business  Day  after  posting  thereof  by  prepaid  registered  or 
certified  mail,  with  return  receipt  requested.   Such 
communications  shall  be  addressed  to  the  holders  of  Senior 
Indebtedness  or  the  Licensee  at  the  addresses  indicated  for 


fcU<0TO01US5*2.WF 


66 


notices  in  the  instruments  or  agreements  evidencing  such  Senior 
Indebtedness.   Such  communications  to  the  SBA  shall  be  addressed 
as  follows: 

The  united  States  Small  Business  Administration 
409  Third  Street,  S.W. 
Washington,  D.C.   20416 

Attention:  

Facsimile  Mo. : 
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From:  Keith  R.  Fox 

To:  Saunders  Miller,  Carol  Fendler         cc:  David  R.  Kohler 

Re:  Examination  Fees 

Date:  November  28. 1995 

At  our  recent  meeting  to  discuss  the  draft  proposed  SBIC  regulations,  I  had  alerted  you  to 
the  feelings  of  NASBIC  members  in  connection  with  the  proposed  examination  fees.  For 
all  SBICs,  the  proposed  examination  fee  schedule  results  in  enormous  fees  both  on  an 
absolute  basis  and  when  compared  to  the  prior  level  of  examination  fees.  The  fees  look 
particularly  out  of  line  when  compared  to  the  fees  charged  by  independent  accounting 
firms,  including  the  Big  Six,  for  audit  and  tax  work.  A  number  of  illustrations  follow: 

SBIC  1.  Debenture  SBIC  in  corporate  form  with  assets  of  $21  million.  Annual  audit  fee, 
tax  return.  Form  468,  etc.  of  $10,000. 

SBIC  2.  Debenture  SBIC  in  corporate  form  with  assets  of  approximately  $12  million. 
Annual  audit  fee  including  tax  returns,  Form  468  etc.  prepared  by  a  Big  Six  firm,  of 
$10,000. 

SBIC  3.  Debenture  SBIC  in  partnership  form  with  assets  of  approximately  $48  million. 
Annual  audit  fee  (Big  Six)  including  federal  and  state  tax  filings,  all  K-I  reports  and 
audited  statements,  Form  468,  etc.  of  $15,000. 

SBIC  4.  Participating  Security  SBIC  in  partnership  form.  Big  Six  audit  costs  $8,300. 
Proposed  SB  A  examination  fee  of  over  $26,000. 

SBIC  5.  Participating  Security  SBIC  in  partnership  form  with  assets  of  approximately 
$45  million.  Annual  audit  fee  (Big  Six)  including  federal  and  state  tax  filings,  all  K-I 
reports  and  audited  statements.  Form  468,  etc.  of  $15,000. 

For  the  larger  SBICs,  especially  the  bank  SBICs,  die  proposed  fee  schedule  will  result  in 
examination  fees  which  in  several  cases  will  exceed  $100,000.  Many  of  these  SBICs  are 
unleveraged  and  therefore  expose  SBA  to  no  credit  risk.  They  also  have  the  ability  to 
transfer  vast  amount  of  their  assets  to  related  entities,  eg.  bank  holding  companies, 
leaving  only  limited  assets  in  their  SBICs  (ie  those  assets  which  they  cannot  hold 
elsewhere  due  to  regulatory  reasons).  Under  conservative  valuation  guidelines  these 
residual  assets  can  be  further  written  down  for  SBA  reporting  purposes.  Hence  these  fee 
increases  will  serve  to  denude  such  SBICs  of  assets.  The  proposed  fees  will  affect 
behaviour  in  such  a  way  that  the  contemplated  level  of  fees  will  never  be  collected. 
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BANK  CONSOLIDATIONS 
VENTURE  FUNDS  GETTING  LARGER 
MEZZANINE  FUNDS  EVEN  BIGGER 
RESULT  IS  CAPITAL  SHORTFALL 
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Chairman  Bond.  Thank  you  very  much,  Mr.  Fox. 
Mr.  Tucker,  delighted  to  have  you  with  us,  sir. 

STATEMENT  OF  STANLEY  W.  TUCKER,  CHIEF  EXECUTIVE 
OFFICER,  MMG  VENTURES,  L.P.,  BALTIMORE,  MARYLAND 

Mr.  Tucker.  Thank  you  very  much,  Mr.  Chairman  and  members 
of  the  Committee.  I  am  Stanley  W.  Tucker,  a  member  of  the  board 
of  directors  of  the  National  Association  of  Investment  Companies 
and  chairman  of  the  Association's  legislative  committee.  NAIC  is 
the  trade  association  of  the  venture  capital  firms  that  dedicate 
their  financial  resources  to  investment  in  small  and  minority- 
owned  businesses.  Members  of  NAIC  include  privately-owned,  spe- 
cialized small  investment  companies  licensed  and  regulated  by  the 
U.S.  Small  Business  Administration,  privately-owned  venture  cap- 
ital firms  which  manage  investment  partnerships,  and  quasi-pri- 
vate investment  companies  chartered  by  State  and  local  govern- 
ments for  the  purpose  of  minority-focused  investing. 

In  addition  to  my  role  with  NAIC,  I  am  also  the  CEO  of  MMG 
Ventures,  L.P.,  an  investment  partnership  which  has  a  SSBIC  li- 
cense application  pending  with  the  SBA.  MMG  Ventures,  as  a  new 
SSBIC  applicant  and  upon  its  licensing  with  our  first  closing,  we 
expect  to  have  in  excess  of  $10  million  in  private  capital.  The  prob- 
lem with  the  Committee  report  language  is  as  follows.  Some  might 
assume  that  we  cannot  receive  participating  security  leverage.  We 
do  not  understand  why. 

Another  question  may  be  raised  as  to  why  would  we  want  to  be- 
come a  SSBIC?  Well  really  it  is  very  basic.  If  you  look  at  the  State 
of  Maryland,  the  State  of  Maryland  has  the  second  highest  con- 
centration of  particularly  African  American-owned  businesses,  but 
also  minority-owned  businesses  in  the  country.  Yet  in  the  State  of 
Maryland,  there  is  zero  equity  capital  for  these  minority  busi- 
nesses. Now  any  businesses  that  are  going  to  grow  at  some  point 
need  access  to  debt,  but  particularly  also  equity  capital.  In  Mary- 
land, it  does  not  exist. 

Our  particular  organization  has  been  funding  minority  busi- 
nesses, specifically  African- American  businesses  over  the  last  15 
years.  We  have  had  a  major  impact  on  the  Maryland  economy.  A 
number  of  these  businesses  that  we  have  literally  birthed,  if  you 
will,  we  could  only  help  them  to  a  certain  level.  When  there's  a 
need  for  equity  capital,  it  does  not  exist.  So  what  that  does  is  it 
restricts  their  growth  and  ultimately  restricts  their  impact  on  the 
Maryland  economy. 

SSBICs  are  private,  profit-oriented  investment  companies  that 
make  loans  or  equity  investments  in  small  businesses  pursuant  to 
the  requirements  of  the  Small  Business  Investment  Act  as  amend- 
ed. 

You  have  the  301(c)s  and  also  you  have  the  301(d)s.  Generally, 
the  same  rules  and  regulations  apply  to  both  these  types  of  licens- 
ees. The  primary  distinction  between  the  two  is  their  respective  in- 
vestment focus.  Section  301(d)  of  the  Act  requires  that  companies 
licensed  under  this  section  invest  only  in  businesses  owned  and 
controlled  by  persons  whose  ability  to  compete  in  the  free  enter- 
prise system  is  hampered  by  social  or  economic  disadvantages.  In 
sum,  we  finance  entrepreneurs  whose  traditional  financial  inter- 
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mediaries  have  failed  to  serve  and  who  continue  to  face  obstacles 
assessing  capital. 

This  approach  of  entrepreneur  financing  is  a  manifestation  of 
Congress  policy  heretofore  of  promoting  business  development,  job 
creation,  and  self  reliance.  We  believe  that  supporting  small  entre- 
preneur businesses  within  all  segments  of  our  society  is  vital  to  the 
national  interest.  That  is  why  the  SBIC  program  contains  a  Section 
301(d)  component  and  why  we  should  be  supported  today. 

Fundamentally,  SSBICs  have  performed  and  met  the  objectives 
of  the  Small  Business  Investment  Act.  We  have  delivered  capital 
to  entrepreneurs.  Over  $1.5  billion  has  been  invested  in  more  than 
19,000  companies  producing  in  excess  of  150,000  jobs  and  generat- 
ing millions  of  dollars  in  tax  revenues.  On  a  net  basis,  SSBIC  has 
not  been  a  drain  on  the  Treasury,  rather  the  SSBIC  program  has 
paid  for  itself  many  times  over.  Unfortunately,  critics  have  chosen 
to  ignore  this  contribution  and  the  positive  track  record  estab- 
lished. Instead,  they  have  sought  to  highlight  one  or  two  abuse  sit- 
uations and  suggest  that  they  are  representative  of  all  SSBICs. 

A  recent  news  article  which  appeared  in  the  Wall  Street  Journal, 
as  attached  to  this  testimony,  totally  belies  this  view.  The  article 
describes  the  tremendous  contribution  of  Medallion  Funding  Cor- 
poration, an  NAIC  member  which  finances  small  businesses  in  the 
New  York  area.  I  respectfully  ask  that  you  carefully  read  this  arti- 
cle because  it  tells  the  true  story  about  the  vast  majority  of  301(d) 
licenses. 

I  would  like  to  touch  right  now  on  a  few  areas  that  are  very  im- 
portant to  us.  Funding,  a  recognition  of  the  extraordinary  difficul- 
ties encountered  by  socioeconomic  disadvantaged  entrepreneurs  in 
obtaining  debt  or  equity  capital,  Congress  provided  companies  li- 
censed under  Section  301(d)  of  the  Act  additional  leverage  options. 
The  purpose  of  these  additional  leverage  options  is  to  provide  eco- 
nomic tools  that  SSBICs  can  use  to  attract  and  pull  private  capital 
to  meet  the  needs  of  this  underserved  market.  As  you  know,  H.R. 
2076,  the  Commerce,  Justice,  State  and  Appropriations  Measure, 
provides  no  funding  for  these  leverage  options  for  the  SSBIC  pro- 
gram. Report  language  stipulates  further  that  ".  .  .  the  conferees 
intend  that  no  funds  provided  in  this  Act  be  used  for  the  Special- 
ized Small  Business  Investment  Companies  Program." 

It  is  vitally  important  that  we  not  lose  sight  of  the  original  pur- 
pose for  providing  SSBICs  with  additional  fault  and  leverage. 
Moreover,  this  somewhat  ambiguous  report  language  could  be  in- 
terpreted to  suggest  that  otherwise  eligible  SSBICs  could  not  re- 
ceive any  financial  assistance.  We  do  not  believe  that  Congress 
should  or  intends  to  discriminate  against  licensees  who  invest  sole- 
ly in  firms  owned  by  those  who  are  socially  or  economically  dis- 
advantaged, to  suggest  that  301(d)  companies  may  not  be  eligible 
for  any  leverage  would  have  devastating  financial  implications,  not 
only  for  licensees  who  have  their  own  capital  at  risk,  but  also  for 
the  Federal  Government  who  through  the  SB  A,  have  provided 
them  with  past  leverage. 

The  SBIC  program  was  designed  as  a  private/public  partnership 
where  SBA  becomes  a  partner  with  private  capital  sources  to  pro- 
vide a  full  range  of  financing  needs  to  small  business  enterprises. 
The  key  to  stimulate  investment  in  small  entrepreneur  concerns  is 
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the  cost  and  availability  of  capital.  The  key  to  success  in  public/pri- 
vate partnership  is  stable,  predictable  funding  which  can  grow  to 
meet  the  needs  of  small  business  enterprises  and  regulatory  poli- 
cies that  are  consistent  with  sound  investment  practices.  If  Govern- 
ment funding  continues  to  be  unstable  and  trends  suggest  signifi- 
cant reductions  and/or  total  elimination  of  301(d)  leverage,  then  it 
will  be  prudent  for  a  Government  policy  to  facilitate  the  flow  of  pri- 
vate capital  from  other  sources,  including  the  capital  markets. 

Regulations  that  restrict  or  control  a  license  ability  to  make 
sound  business  decisions  diminishes  the  licensee's  capacity  to  re- 
spond to  a  changing  marketplace  and  assist  small  businesses,  re- 
duce the  potential  return  to  the  Government  and  other  investors, 
and  may  ultimately  threaten  the  license  viability.  As  part  of  the 
prevention  process,  therefore,  SBA  should  extend  the  comment  pe- 
riod for  the  current  proposed  rules  and  appoint  a  working  group 
made  up  of  practitioners  and  regulators  to  review  the  program  reg- 
ulations in  terms  of  their  relevance  to  an  investment  program  and 
the  effectiveness  in  facilitating  the  flow  of  capital  to  small  busi- 
nesses in  concert  and  in  partnership  with  the  private  sector. 

A  few  comments  on  the  proposed  regulations.  Although  we  have 
had  a  short  time  to  review  SBA's  proposed  regulations  and  to  as- 
sess the  prospective  impact  on  the  SBIC  program,  I  would  like  to 
provide  general  observations  on  the  proposed  regulations.  I  might 
also  add  that  NAIC's  regulatory  committee  met  yesterday  and  has 
begun  a  detailed  review  of  the  proposals  which  should  be  completed 
within  the  next  2  weeks.  At  that  time,  I  will  respectfully  request 
the  permission  of  the  committee  to  submit  those  comments  for  the 
record. 

Chairman  Bond.  Mr.  Tucker,  we  will  be  delighted  to  have  those 
for  the  record.  That  information  would  be  very  helpful  when  you 
have  had  an  opportunity  to  review  it. 

Mr.  TUCKER.  Very  good.  Winding  up,  Mr.  Chairman,  there  have 
been  similarly  as  an  example  in  the  area  of  partnerships  and  con- 
trol— we  are  dealing  with  regulations — the  proposed  regulations 
would  deem  any  limited  partner  who  owns  40  percent  or  more  of 
a  partnership  interest  as  able  to  potentially  dictate  a  licensed  in- 
vestment. This  runs  directly  common  to  well  established  partner 
law.  Also,  it  might  have  an  adverse  effect  on  the  willingness  of  the 
institutional  investors  such  as  pensions  funds  to  invest,  saying  it 
might  lead  to  questions  concerning  their  membership  liability  sta- 
tus. Very,  very  important  point  to  our  industry,  Mr.  Chairman. 

Perhaps  the  most  troubling  part  of  the  proposal  is  the  implicit 
notion  that  only  licensees  with  private  capital  in  excess  of  $5  mil- 
lion are  financially  viable.  Under  the  proposal,  companies  with  less 
than  $5  million  in  capital  would  not  be  licensed  or  existing  firms 
would  not  be  eligible  for  leverage  unless  they  demonstrate  to  SBA's 
satisfaction  that  they  could  be  financially  viable  over  the  term.  We 
strongly  oppose  this  provision  as  unnecessary  and  unwarranted. 
While  NAIC  members  have  a  strong  interest  in  raising  additional 
capital,  SBA  presumption  that  licensees  below  $5  million  in  private 
capital  cannot  be  profitable  is  not  borne  out  by  the  predominant  ex- 
perience of  our  members. 

We  appreciate  the  agency's  streamlining  of  regulations  but  note 
that  new  SBA  program  rules  were  promulgated  less  than  2  years 
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ago.  New  license  standards  were  established;  new  definitions  of  pri- 
vate capital;  new  evaluation  of  rules  were  mandated  and  some  of 
the  provisions  to  protect  the  safety  and  soundness  of  the  program. 
In  a  number  of  areas,  a  couple  of  proposals  succeed  rules  that  are 
just  taking  hold. 

Mr.  Miller.  In  the  interest  of  fairness,  can  we  limit  this  to  5 
minutes? 

Mr.  Tucker.  Mr.  Chairman,  I  would  appreciate  it  if  you  would 
let  me  continue.  This  is  very  important  to  our  industry. 

Chairman  BOND.  Mr.  Tucker,  we  do  have  a  light  and  we  have  let 
you  go  on  a  little  longer.  Your  full  statement  will  be  made  part  of 
the  record.  And  I  assure  you  that  there  will  be  more  coverage  for 
that  statement  than  there  is  here  today.  If  you  could  conclude  it, 
we  do  need  to  get  on. 

Mr.  Tucker.  Thank  you,  Mr.  Chairman.  Let  me  conclude  with 
my  closing  statement.  In  making  recommendations  obtained  in  the 
above-mentioned  report,  NAIC  continues  to  believe  that  there  is  a 
compelling  Government  interest  in  promoting  and  providing  the  in- 
centives to  facilitate  the  flow  of  private  investment  capital  to  small 
business  enterprises  owned  by  socioeconomic  disadvantaged  entre- 
preneurs, excitement  of  the  economy  which  remains  underserved, 
and  largely  ignored  by  traditional  financial  intermediaries. 

Recommendations  contained  in  the  report  are  designed  first  and 
foremost  to  meet  the  SBIC  program  consistent  with  good,  sound 
business  practices.  These  recommendations  also  seek  to  eliminate 
distinctions  between  SBICs  and  SSBIC  which  contribute  to  a  nega- 
tive perception  of  301(d)  licensees  and  to  address  the  erosion  of  pro- 
gram benefits  designed  to  attract  private  capital  to  SSBICs.  Provi- 
sions of  the  Act  and  program  rules  should  be  judged  by  the  effect 
on  advancing  the  fundamental  mission  to  provide  long-term  debt 
and  equity  capital  to  underserved  smaller  entrepreneur  businesses. 

NAIC  maintains  and  others  have  argued  that  innovative  entre- 
preneurship  and  America's  best  interest,  therefore  realizing  a  na- 
tional competitive  advantage  in  the  21st  century.  Entrepreneurial 
innovation  built  our  semiconductor,  computer  and  biotechnology  in- 
dustry. Because  long-term  debt  and  equity  capital  is  the  most  vital 
element  of  entrepreneurship  equation,  we  as  a  Nation  must  do 
more  than  just  accept  or  condone  it,  we  must  actually  foster  it. 
Thank  you  very  much. 

[The  prepared  statement  and  attachment  of  Mr.  Tucker  follow:] 
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Mr  Chairman  and  Members  of  the  Committee,  I  am  Stanley  W.  Tucker,  a  member  of  the 
Board  of  Directors  of  the  National  Association  of  Investment  Companies  (NAIC),  and  Chairman 
of  the  Association's  Legislative  Committee.  NAIC  is  the  trade  association  of  the  venture  capital 
firms  that  dedicate  their  financial  resources  to  investment  in  small  and  minority-owned  businesses. 
Members  of  NAIC  include  privately-owned  Specialized  Small  Business  Investment  Companies 
("SSBICs")  licensed  and  regulated  by  the  US.  Small  Business  Administration  ("SBA"),  privately- 
owned  venture  capital  firms  which  manage  investment  partnerships  ("private  equity  funds")  and 
quasi-private  investment  companies  chartered  by  state  and  local  governments  for  the  purpose  of 
minority-focused  investing. 

In  addition  to  my  role  with  NAIC,  I  am  also  the  CEO  of  MMG  Ventures,  LP,  an  investment 
partnership  which  has  an  SSBIC  license  application  pending  with  the  SBA.  As  a  prospective 
Licensee  and  as  a  NAIC  Board  member,  I  am  pleased  to  have  the  opportunity  to  provide  the 
following  observations  regarding  the  SBIC  Program  in  general,  the  impact  of  certain  provisions  of 
SB  As  proposed  regulations,  and  the  mission  of  those  Licensees  who  focus  their  investment  in 
firms  owned  by  persons  who  are  socially  or  economically  disadvantaged. 

SBICs  are  private,  profit-oriented  investment  companies  that  make  loans  or  equity 
investments  in  eligible  small  businesses  pursuant  to  the  requirements  of  the  Small  Business 
Investment  Act  of  1958,  as  amended  ("the  Act")  and  regulations  promulgated  thereunder, 
licensed  under  Section  301(c)  of  the  Act  (so-called  "regular"  SBICs),  or  licensed  under  Section 
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301(d)  of  the  Act,  commonly  referred  to  as  SSBICs    Generally,  the  same  rules  and  regulations 
apply  to  both  types  of  licenses.  The  primary  distinction  between  the  two  is  their  respective 
investment  focus.   Section  301(d)  of  the  Act  requires  that  companies  licensed  under  this  section 
(i.e.,  SSBICs)  invest  only  in  businesses  owned  and  controlled  by  persons  whose  ability  to  compete 
in  the  free  enterprise  system  is  hampered  by  social  or  economic  disadvantages     In  sum,  we 
finance  entrepreneurs  who  traditional  financial  intermediaries  have  failed  to  serve  and  who 
continue  to  face  obstacles  accessing  capital. 

This  approach  of  entrepreneurial  financing  is  a  manifestation  of  Congress'  policy  heretofore 
of  promoting  business  development,  job  creation  and  self  reliance    We  believe  that  supporting 
small  entrepreneurial  businesses  within  all  segments  of  our  society  is  vital  to  the  national  interest 
That  is  why  the  SBIC  program  contains  a  Section  301(d)  component  and  why  we  should  be 
supported  today 

Fundamentally,  SSBICs  have  performed  and  met  the  objectives  of  the  Small  Business 
Investment  Act.  We  have  delivered  capital  to  entrepreneurs.  Over  $15  billion  has  been  invested 
in  more  than  19,000  companies  producing  in  excess  of  150,000  jobs  and  generating  millions  of 
dollars  in  tax  revenues.  On  a  net  basis,  SSBICs  have  not  been  a  drain  to  the  Treasury,  rather  the 
SSBIC  Program  has  paid  for  itself  many  times  over.  Unfortunately,  critics  have  chosen  to  ignore 
this  contribution  and  the  positive  track  record  established.  Instead,  they  have  sought  to  highlight 
one  or  two  abuse  situations  and  suggest  that  they  are  representative  of  all  SSBICs    A  recent  news 
article  which  appeared  in  the  Wall  Street  Journal,  attached  to  our  testimony,  totally  belies  this 
view    The  article  describes  the  tremendous  contributions  of  Medallion  Funding  Corporation,  an 
NAIC  member,  which  finances  small  businesses  in  the  New  York  City  area     I  respectfully  ask 
that  you  carefully  read  this  article  because  it  tells  the  true  story  about  the  vast  majority  of  301(d) 
Licensees. 

Since  the  fall  of  1994,  NAIC  has  been  engaged  in  discussions  with  SBA  regarding  ways  in 
which  the  Section  301(d)  program  can  be  restructured  to:  improve  program  management, 
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promote  investment  policies  that  allow  Licensees  to  respond  to  market  realities,  and  create  an 
environment  for  increased  and  stable  leverage  for  Licensees.    These  discussions  have  taken  place 
informally  with  SB  A  policy  makers  and  in  a  more  formalized  structure  entitled,  the  "SSBIC 
Advisory  Council"    Since  these  discussions  began,  several  events  have  occurred  which  have 
resulted  in  particularly  challenging  issues  for  Section  301(d)  Licensees.  These  challenges,  some 
of  which  are  outlined  herein,  have  lead  the  Association  to  formulate  a  set  of  recommendations 
which  it  believes  will  result  in  a  more  viable  investment  program  which  promotes  innovative 
entrepreneurship  as  envisioned  by  the  early  advocates  of  the  SBIC  program. 

Funding 

In  recognition  of  the  extraordinary  difficulties  encountered  by  socially  or  economically 
disadvantaged  entrepreneurs  in  obtaining  debt  or  equity  capital.  Congress  provided  companies 
licensed  under  Section  301(d)  of  the  Act  additional  leverage  options  (i.e.,  4%  preferred  stock  and 
partially  subsidized  debentures).  The  purpose  of  these  additional  leverage  options  is  to  provide 
economic  tools  that  SSBICs  can  use  to  attract  and  pool  private  capital  to  meet  the  needs  of  this 
underserved  market.  As  you  know,  H.R.  2076,  the  Commerce,  Justice,  State  Appropriations 
measure,  provides  no  funding  for  these  leverage  options  for  the  SSBIC  program.  Report  language 
stipulates  further  that, "...  the  conferees  intend  that  no  funds  provided  in  this  Act  be  used  for  the 
Specialized  SBIC  (SBIC)  program".  It  is  vitally  important  that  we  not  lose  sight  of  the  original 
purpose  for  providing  SSBICs  with  additional  forms  of  leverage.  Moreover,  this  somewhat 
ambiguous  report  language  could  be  interpreted  to  suggest  that  otherwise  eligible  SSBICs  could 
not  receive  any  financial  assistance.  We  do  not  believe  that  Congress  should  or  intends  to 
discriminate  against  Licensees  who  invest  solely  in  firms  owned  by  those  who  are  socially  or 
economically  disadvantaged.  To  suggest  that  301(d)  companies  may  not  be  eligible  for  any 
leverage  would  have  devastating  financial  implications  not  only  for  Licensees  who  have  their  own 
capital  at  risk,  but  also  for  the  Federal  government  who,  through  the  SBA,  have  provided  them 
with  past  leverage. 
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Public/Private  Partnership 

The  SBIC  program  was  designed  as  a  public/private  partnership,  where  SBA  becomes  a 
partner  with  private  capital  sources  (i.e.  SBICs/SSBICs)  to  provide  a  full  range  of  financing  needs 
to  small  business  enterprises    The  key  to  stimulate  investment  in  small  entrepreneurial  concerns  is 
the  cost  and  availability  of  capital    The  key  to  a  successful  public/private  partnership  is  stable, 
predictable  funding  which  can  grow  to  meet  the  needs  of  small  business  enterprises  and  regulatory 
policies  that  are  consistent  with  sound  investment  practices.    If  government  funding  continues  to 
be  unstable  and  trends  suggest  significant  reductions  and/or  total  elimination  of  301(d)  leverage, 
then  it  would  be  prudent  for  government  policy  to  facilitate  the  flow  of  private  capital  from  other 
sources  including  the  capital  markets. 

Program  Reform 

With  respect  to  the  obvious  need  to  reduce  the  cost  of  the  SBIC  program  to  the  Federal 
government,  NAIC  would  concur  with  recommendations  from  the  SBIC  Reinvention  Council  and 
consideration  should  be  given  to  contracting  out  SBIC  Program  administration  to  the  private 
sector   Management  of  the  SBIC  Program  should  be  performed  by  those  who  have  expertise  in 
the  area  of  venture  capital  investing.  It  is  our  view  that  this  is  another  important  step  in  making 
the  SBIC  Program  a  true  investment  program.  While  the  Council  report  noted  that  policy 
changes  enacted  by  Congress  in  1992  as  part  of  the  Small  Business  Equity  Enhancement  Act  ("the 
1992  Act")  strengthened  the  SBIC  Program  in  many  important  ways,  many  proposed  Program 
regulations  actually  contribute  to  a  tendency  of  the  SBA  toward  "micro-management"  of 
Licensees 

Regulations  that  restrict  or  control  a  Licensee's  ability  to  make  sound  business  decisions 
diminishes  the  Licensee's  capacity  to  respond  to  a  changing  marketplace  and  assist  small 
businesses,  reduces  the  potential  returns  to  the  Government  and  other  investors,  and  may 
ultimately  threaten  the  Licensee's  viability    As  part  of  the  reinvention  process  therefore,  SBA 
should  extend  the  comment  period  for  the  current  proposed  rule  and  appoint  a  working  group 
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made  up  of  practitioners  and  regulators  to  review  the  Program  regulations  in  terms  of  their 
relevance  to  an  investment  program  and  their  effectiveness  in  facilitating  the  flow  of  capital  to 
small  businesses  in  concert  and  in  partnership  with  the  private  sector. 

Proposed  Regulations 

Although  we  have  had  a  short  time  to  review  SBA's  proposed  regulations  and  to  access  the 
prospective  impact  on  the  SBIC  Program,  I  would  like  to  provide  general  observations  on  the 
proposed  regulations.  I  might  also  add  that  NAIC's  Regulatory  Committee  met  yesterday  and  has 
begun  a  detailed  review  of  the  proposals  which  should  be  completed  within  the  next  two  weeks 
At  that  time,  I  would  respectfully  request  the  permission  of  the  Committee  to  submit  those 
comments  for  the  record    NAIC's  review  of  the  proposed  regulations  is  based  on  several 
important  considerations: 

•  To  what  extent  are  the  rules  consistent  with  an  investment  program  taking  into  account  the 
government's  interest  in  assuring  safety  and  soundness; 

•  To  what  extent  do  the  proposals  provide  clear  and  unambiguous  standards  that  while 
preserving  appropriate  discretion  will  minimize  the  potential  for  inconsistent  interpretation  or 
uneven  treatment  among  Licensees,  and 

•  To  what  extent  do  the  proposals  streamline  and  simplify  the  existing  regulations  (the  purpose 
articulated  by  SBA  in  the  preamble  to  the  proposed  rules). 

The  SBA  has  taken  a  positive  step  in  its  revisions  to  the  current  cost  of  money  rules.  The 
draft  regulations  reflect  market  realities  with  respect  to  the  cost  and  risks  of  Licensee  financings 
However,  at  the  same  time  in  other  areas,  the  proposals  have  the  potential  to  undermine  Licensee 
business  judgement.  The  area  of  valuations  is  an  example  of  this  later  tendency.  Undercurrent 
rules,  SBA  approves  a  Licensee's  valuation  procedures,  which  must  be  implemented  by  it's 
management  and  Board  of  Directors,  and  verified  by  an  independent  certified  public  accountant 


84 


Even  though  SBA  examiners  may  not  have  the  requisite  insight  with  regard  to  a  given  industry  or 
investment,  the  proposed  rules  would  leave  open  the  potential  that  experienced  judgements  can  be 
nullified. 

Similarly,  as  an  example,  in  the  area  of  partnerships  and  control  persons,  the  proposed 
regulations  would  deem  any  limited  partner  who  owned  40%  or  more  of  a  partnership  interest  as 
able  to  potentially  dictate  a  Licensee's  investments.  This  runs  directly  counter  to  well  established 
partnership  law    Also,  it  may  have  an  adverse  effect  on  the  willingness  of  institutional  investors 
such  as  pension  funds  to  invest  since  it  might  lead  to  questions  concerning  their  limited  liability 
status. 

Perhaps  the  most  troubling  part  of  the  proposals  is  the  implicit  notion  that  only  Licensees 
with  private  capital  in  excess  of  $5  million  are  financially  viable.  Under  the  proposal,  companies 
with  less  than  SS  million  in  capital  would  not  be  licensed  or  existing  firms  would  not  be  eligible 
for  leverage  "...  unless  they  demonstrate  to  SBA's  satisfaction  that  they  can  be  financially  viable 
over  the  long  term  .... "  We  strongly  oppose  this  provision  as  unnecessary  and  unwarranted. 
While  NAIC  members  have  a  strong  interest  in  raising  additional  capital,  SBA's  presumption  that 
Licensees  below  $5  million  in  private  capital  cannot  be  profitable  is  not  bome  out  by  the 
predominant  experience  of  our  members.  There  are  many  SSBICs  operating  successfully  and 
profitably  with  less  than  $5  million  in  private  capital.  The  discretionary  aspect  of  this  proposed 
rule  also  raises  the  very  real  concern  of  potential  disparate  treatment.  In  this  instance,  as  well  as 
others,  if  the  Agency's  proposals  were  to  be  adopted,  clear  guidelines  are  lacking  for  the  exercise 
of  appropriate  Agency  discretion. 

With  respect  to  streamlining,  we  believe  that  SBA  has  generally  moved  in  the  right  direction 
Revised  overline  limitations  and  minimum  terms  of  financing,  rules  regarding  management 
services  and  the  relaxation  of  certain  rules  with  respect  to  non-leverage  Licensees  are  good 
examples   Nevertheless,  perhaps  unintentionally,  new  complexity  has  been  added  in  certain  areas 
For  example,  in  the  area  of  management  and  ownership  diversity,  the  proposal  attempts  to 
address  an  issue  that  may  not  in  fact  be  a  problem.  Investor/managers  have  every  reason  to  be 
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concerned  about  financial  performance  just  as  "independent"  investors.  Each  has  capital  at  risk 
and  fiduciary  responsibilities. 

We  appreciate  the  Agency's  initiative  to  streamline  the  regulations  but  note  that  new  SBIC 
program  rules  were  promulgated  less  than  two  years  ago   New  licensing  standards  were 
established,  new  definitions  of  private  capital,  new  valuation  rules  were  mandated  and  similar 
provisions  to  protect  the  safety  and  soundness  of  the  program.  In  a  number  of  areas,  the  current 
proposals  supersede  the  rules  that  are  just  taking  hold.  For  this  reason,  in  addition  to  the  short 
comment  period,  NAIC  suggests  that  the  Agency  extend  the  time  for  formal  reply    As  we  noted 
earlier,  in  particular  with  respect  to  SSBICs,  decisions  on  the  current  proposals  should  be 
deferred  until  the  SSBIC  Advisory  Council  has  completed  its  work.  As  you  may  be  aware,  the 
Council  is  meeting  tomorrow  to  review  reform  proposals  submitted  by  NAIC  and  which  were 
submitted  for  the  record  to  this  Committee  earlier  this  year.  We  would  welcome  an  opportunity 
to  discuss  those  proposals  with  you  in  greater  detail. 

NAIC  Program  Reform  Proposals 

Given  current  trend  factors,  fundamental  change  in  the  construct  of  the  SSBIC  program  is 
warranted.  One  major  recommendation  contained  in  a  report  submitted  by  NAIC  to  the 
Committee  in  testimony  incorporated  as  part  of  the  Hearing  on  the  SBIC  Program  conducted  on 
July  13,  1995,  is  the  consolidation  of  the  301(c)  and  301(d)  programs.  That  report,  entitled 
"Proposals  for  Restructuring  the  Small  Business  Investment  Company  Program",  recommends 
that  current  language  contained  in  Section  301(d)  of  the  Small  Business  Investment  Act  of  1958, 
as  amended  ("the  Act"),  be  struck,  eliminating  references  to  "social"  or  "economic"  disadvantage 
designations  in  the  301(d)  program.  New  statutory  language  should  be  inserted  to  emphasize  and 
provide  incentives  for  investment  in  "smaller  entrepreneurial  concerns"  (defined  as  small  business 
concerns  with  net  worth  of  $1  million  or  less  and  after-tax  net  income  of  $500,000  or  less). 
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Under  this  approach,  targeted  incentives  categorized  in  the  report  could  be  directed  to 
Licensees  identified  as  small  business  investment  companies  who  maintain  a  percentage  (i.e.,  70% 
or  greater)  of  their  first-time  portfolio  investments  in  smaller  entrepreneurial  concerns    This 
designation  removes  race  and  ethnicity  from  criteria  currently  used  to  distinguish,  and  arguably 
stigmatize  301(d)  Licensees. 

Certain  transition  matters  would  have  to  be  addressed.  Existing  SSBICs  would  need  to  be 
grandfathered  and  assured  that  they  could  have  access  to  leverage     One  suggestion  would  be  to 
restructure  the  SBIC  Program's  leverage  allocation  by  preserving  by  statute  a  significant  portion 
of  future  leverage  (eg.,  one-third)  to  Licensees  whose  portfolios  reflect  a  preponderance  (i.e., 
70%)  of  first  time  financings  with  smaller  entrepreneurial  concerns.  This  reserved  leverage  pool 
would  be  available  to  any  Licensee  whose  investment  portfolio  meets  this  standard. 

Conclusion 

In  making  recommendations  contained  in  the  above  mentioned  report,  NAIC  continues  to 
believe  that  there  is  a  compelling  government  interest  in  promoting  and  providing  incentives  to 
facilitate  the  flow  of  private  investment  capital  toward  small  business  enterprises  owned  by 
socially  or  economically  disadvantaged  entrepreneurs,  a  segment  of  the  economy  which  remains 
underserved  and  largely  ignored  by  traditional  financial  intermediaries 

Recommendations  contained  in  the  report  are  designed  first  and  foremost  to  make  the  SBIC 
program  consistent  with  good,  sound  business  practices.  These  recommendations  also  seek  to 
eliminate  distinctions  between  SBICs  and  SSBICs  which  contribute  to  a  negative  perception  of 
301(d)  Licensees,  and  to  address  the  erosion  of  program  benefits  designed  to  attract  private 
capital  to  SSBICs  (i.e.,  subsidized  debentures  and  4%  preferred  stock  leverage) 

Provisions  of  the  Act  and  program  rules  should  be  judged  by  their  effect  on  advancing  the 
fundamental  mission  to  provide  long-term  debt  and  equity  capital  to  underserved  smaller 
entrepreneurial  businesses.  NAIC  maintains,  as  others  have  argued,  that  "innovative 
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entrepreneurship  is  America's  best  chance  for  realizing  a  national  competitive  advantage  in  the 
twenty-first  century ."  (W  Bygrave,  J  A.  Timmons,  Venture  Capital  at  the  Crossroads,  1992) 
Entrepreneurial  innovation  built  our  semiconductor,  computer,  and  biotechnology  industries 
Because  long-term  debt  and  equity  capital  is  the  most  vital  element  of  the  entrepreneurship 
equation,  we  as  a  nation  must  do  more  than  just  accept  or  condone  it,  we  must  actively  foster  it. 
Government  policies  are  undoubtedly  the  most  powerful  promoter  or  inhibitor  of  venture-capital 
backed  entrepreneurship.  As  such,  we  must  ensure  that  policy  initiatives  foster  entrepreneurship 
and  innovation  well  into  the  next  century  and  not  allow  the  SBIC  Program  to  languish. 

NAIC  believes  that  the  SBIC  Program  can  truly  make  a  significant  contribution  with  respect 
to  small  and  minority  business  development,  but  only  if:  (1)  the  SBIC  Program  is  restructured  and 
managed  as  a  bona  fide  investment  program  which  permits  Licensees  to  exercise  sound  business 
judgment;  and  (2)  the  Program  contains  market-responsive  tools  that  will  assist  and  not 
discourage  Licensees'  ability  to  attract  private  capital. 

Thank  you  for  allowing  me  the  opportunity  to  present  the  views  of  the  National  Association 
of  Investment  Companies. 
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Chairman  Bond.  Thank  you  Mr.  Tucker.  First,  let  me  say  to  all 
of  you,  given  the  many  stories  we  have  heard  and  the  problems  we 
have  heard  about  the  SBA  and  SBICs  losing  money,  it  is  good  to 
hear  details  of  success  stories.  Let  me  begin  by  asking,  Mr.  Dick, 
could  you  give  us  an  example  of  your  process  on  how  you  review 
potential  investments?  How  many  do  you  review  before  you  select 
one?  What  is  the  ratio?  What  do  you  do  about  cutting  short  your 
losses?  Can  you  give  us  a  brief  summary  of  those  two? 

Mr.  Dick.  Certainly.  We  have  a  process.  We  see  roughly  500 
deals  a  year.  We  log  those  into  a  database,  and  track  the  industries 
that  they  are  active  in  and  where  the  deals  come  from  (the  referral 
source).  We  have  an  initial  cut  and  we  look  hard  at  probably  10 
percent  of  total  deals.  Then  we  have  another  cut  and  we  invest  in 
roughly  1  percent  of  the  total  deals  that  we  see  each  year.  The 
process  takes  a  long  time.  You  do  a  lot  of  due  diligence  on  the  deals 
and  hopefully  you  know  the  business,  certainly  not  as  well  as  the 
entrepreneur,  but  you  understand  the  risks. 

When  we  have  troubled  situations,  we  try  to  limit  our  losses  and 
it  is  painful.  It  is  time-consuming,  but  at  some  point  you  make  a 
decision  that  the  money  that  you  are  going  to  lose  will  be  smaller 
if  you  cut  your  loss.  In  other  cases  though,  we  have  gone  through 
very  troubled  times  with  small  companies  and  emerged  and  made 
a  lot  of  money  on  the  other  side  of  the  problems.  It  is  very  hard 
to  determine  whether  you  should  cut  your  loss  and  not  support  the 
company.  It  is  very  difficult. 

Chairman  BOND.  At  what  stage  normally  do  you  find  that  prob- 
lems turn  up?  Is  there  a  critical  time  period  when  you  find  your 
investment  is  most  likely  to  turn  south  in  the  process? 

Mr.  Dick.  It  is  a  function  of  our  portfolio.  Roughly  half  of  our 
deals  are  in  non-technology  and  half  are  in  technology  based.  Half 
are  later  stage  and  half  are  earlier  stage.  You  tend  to  see  the  lem- 
ons first  and  I  would  say  in  the  first  2  to  3  years  of  your  invest- 
ment, definitely  if  there  is  going  to  be  a  problem,  you  usually  see 
it  then. 

Chairman  Bond.  One  of  the  things  that  we  have  talked  about  is 
the  limited  appropriations  available.  There  are  two  ways  to  make 
more  money  available— either  to  get  more  appropriations  which  we 
are  trying  to  do  and  have  not  necessarily  had  any  success  yet.  The 
other  is  to  reduce  the  credit  subsidy.  You  have  talked  about  the  im- 
portance of  having  some  credit  subsidy.  Is  there  some  magical  for- 
mula or  some  idea  you  can  give  us  as  we  look  at  ways  to  reduce 
the  credit  subsidy;  how  far  down  we  can  take  that  credit  subsidy 
by  restrictions  and  requirements  on  the  SBICs  without  making  the 
program  nonviable? 

Mr.  Dick.  There  are  a  lot  of  questions  rolled  into  one.  For  the 
participating  securities,  I  believe  we  are  around  9  percent  in  terms 
of  the  subsidy  rate.  My  guess,  and  it  is  a  guess,  is  that  through 
better  management,  through  us  picking  up  a  portion  of  the  cost, 
that  we  can  get  that  subsidy  rate  down  into  the  5  to  6,  maybe  3 
to  4  percent.  If  you  maintain  the  current  level  of  appropriations,  it 
is  almost  linear.  It  is  almost  a  doubling  in  terms  of  the  capital  that 
is  made  available  to  us.  So  hopefully  through  a  combination  of  both 
increased  appropriations  slightly,  but  also  a  reduction  in  the  sub- 
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sidy  rate,  it  will  free  up  more  capital  for  us  to  invest  in  small  busi- 
nesses. 

Chairman  Bond.  Mr.  Miller,  I  might  ask  you  to  address  that 
same  question.  How  far  down  do  you  think  we  can  take  it  to  in- 
crease the  amount  available,  the  leverage,  without  making  the  pro- 
gram unworkable? 

Mr.  Miller.  My  point  all  along  is  that  the  price  is  really  not  the 
issue.  In  terms  of  how  much  is  subsidized,  all  I  want  to  see  is  more 
money  coming  into  the  program.  The  participating  security  is  the 
exact  answer  to  the  question  because  I  mean  there  is  risk  involved 
in  private  companies  and  there  is  risk  involved  in  investing  in  peo- 
ple who  make  investments  in  private  companies.  So  the  way  that 
you  offset  the  losses  and  do  not  have  to  subsidize  as  much  is  by 
participating  in  the  upside.  So  I  am  a  firm  believer  that  the  partici- 
pating security  is  the  way  to  go  and  I  also  do  not  have  a  problem 
necessarily  in  changing  the  pricing  of  the  debentures.  I  mean  you 
have  just  got  to  price  it  for  the  risk  that  is  involved  and  that  is 
how  you  cut  your  losses. 

Chairman  BOND.  That  may  make  good  business  sense,  but  we 
unfortunately  have  to  deal  with  the  congressional  budget  office  and 
they  are  a  little  squishy  when  it  comes  to  that  kind  of  scoring.  Let 
me  turn  now  to  my  Ranking  Member.  Senator,  if  you  are  ready  for 
questions. 

Senator  Bumpers.  Yes,  thank  you,  Mr.  Chairman.  Gentlemen, 
thank  all  of  you  for  being  here  this  morning.  I  only  have  a  couple 
of  observations  and  maybe  a  question.  First,  is  that  when  I  first  be- 
came Chairman  of  this  Committee,  we  had  big,  big  problems  with 
SBICs.  We  took  a  real  hit  with  a  lot  of  companies,  and  SBA  is  still 
trying  to  work  through  those  and  minimize  the  loss  to  the  tax- 
payers. 

Pursuant  to  that,  we  changed  the  program  somewhat  to  try  to 
minimize  the  chances  of  that  kind  of  a  hit  ever  occurring  again. 
One  of  the  things  we  did,  Mr.  Chairman,  is  to  change  the  bank- 
ruptcy law.  We  found  out  that  when  these  companies  were  taking 
bankruptcy,  the  U.S.  Government  was  at  the  tail  end  of  the  prior- 
ity list.  The  bank — everybody — took  precedence  over  us,  and  that 
is  one  of  the  reasons  our  losses  were  rather  staggering.  We  finally 
got  the  Bankruptcy  Act  to  change  to  say  that  SBICs  just  simply 
cannot  take  bankruptcy. 

Second,  the  subsidy  rate  is  at  15  and  I  guess  the  SSBIC  is  at 
about  20  percent  now.  Is  that  right,  Mr.  Tucker? 

Mr.  Tucker.  Yes,  sir,  in  that  area. 

Senator  Bumpers.  Those  are  pretty  substantial  subsidies  and  the 
Chairman  and  I  have  sort  of  gotten  used  to  reducing  the  subsidy 
rates  every  year  on  the  7(a)  program  down  to  where  it  is  now.  I 
consider  it  to  be  quite  a  bargain  to  make  the  kind  of  loans  we  are 
making  for  just  a  little  over  1  percent  subsidy. 

Now  having  said  all  of  that,  there  is  some  language  in  the  State, 
Justice  bill  which  the  President  is  apparently  prepared  to  veto,  if 
he  has  not  already  vetoed  it,  that  is  mildly  troubling  to  me  on  the 
SSBICs.  Mr.  Tucker  alluded  to  it  in  his  remarks  and  incidently, 
neither  the  House  nor  the  Senate  adopted  this  provision,  so  I  am 
not  sure  where  it  came  from.  It  is  just  like  a  lot  of  other  things 
happening  around  here  now.  It  just  suddenly  shows  up.  In  the  con- 
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ference  report,  there  is  no  money  for  SSBICs,  and  it  says  no  funds 
provided  in  this  Act  shall  be  used  for  the  Specialized  SBIC  pro- 
gram. It  seems  to  me  that  even  if  we  want  to  do  that,  Mr.  Chair- 
man, that  language  needs  to  be  changed.  We  are  holding  $250  mil- 
lion worth  of  debentures  and  equity  in  SSBICs  and  the  literal 
wording  of  that  provision  would  mean  that  we  do  not  have  any 
money  to  exercise  oversight  of  the  SSBICs  and  to  manage  the  $250 
million  portfolio  we  have. 

It  seems  to  me  that  your  staff  and  my  staff  maybe  ought  to  get 
together  and  try  to  suggest  some  language  to  the  conference  before 
we  send  that  back  to  the  floor  for  another  vote — after  the  veto — 
to  make  sure  we  are  not  doing  something  we  did  not  intend  to  do. 
I  could  imagine  us  not  providing  for  any  subsidy  for  SSBICs,  but 
I  cannot  imagine  not  providing  for  oversight.  I  assume  that  under 
this,  they  would  still  be  eligible  for  oversight  and  so  on  from  the 
regular  SBIC  program,  but  it  seems  to  me  that  this  language  leads 
to  a  lot  of  confusion  as  to  just  precisely  what  we  do  intend  to  do 
with  the  SSBICs.  I  appreciate  your  bringing  that  to  our  attention, 
Mr.  Tucker. 

I  do  not  have  any  other  questions  on  that.  Those  are  observa- 
tions, Mr.  Chairman. 

Chairman  Bond.  Thank  you,  Senator  Bumpers.  Senator  Frist. 

Senator  Frist.  Thank  you,  Mr.  Chairman.  Mr.  Miller,  in  your 
testimony  you  talked  about  the  typical  borrower  being  a  service 
company  with  revenues  between  $5  million  and  $20  million  and 
then  you  say  that  most  are  profitable.  At  the  time  that  you  first 
make  contact  and  establish  your  relationship,  are  most  of  the  com- 
panies profitable  at  that  point? 

Mr.  Miller.  Yes,  I  would  say  today  95  percent  of  all  of  the  com- 
panies that  we  loan  money  to  are  profitable  in  that  month  and 
have  been  profitable  for  the  preceding  say  12  months. 

Senator  Frist.  And  then  you  also  give  examples  of  several  of  the 
portfolio  companies — Premier  Technology,  annualized  revenues  of 
$40  million  and  National  Vision,  $150  million,  PMT.  When  you 
first  started  with  those  companies,  how  large  were  they? 

Mr.  Miller.  Premier  Technologies,  the  year  that  we  loaned  them 
money,  they  probably  had  $5  million  in  revenue.  National  Vision 
probably  $12  million  in  revenue.  PMT  probably  had  15. 

Senator  Frist.  So  you  were  involved  at  a  fairly  early  stage,  but 
were  they  mature  enough  to,  for  the  most  part,  be  showing  a  profit. 
NASBIC,  as  you  know,  has  proposed  to  save  money  by  privatizing, 
and  this  is  for  Mr.  Miller,  many  of  the  functions  required  to  oper- 
ate the  SBIC  program.  Specifically,  NASBIC  suggests  that  the  pri- 
vate sector  could  handle  the  licensing,  examination  and  liquidation 
functions  of  the  program  possibly  better  than  the  SBA.  Do  you 
agree  with  that? 

Mr.  Miller.  I  will  say  this.  We  borrow  money  from  the  SBA  and 
we  borrow  money  from  commercial  banks.  I  find  it  easier  to  borrow 
money  from  the  SBA  and  I  find  their  people  more  professional  than 
I  do  commercial  banks. 

Senator  BUMPERS.  I  think  that  is  the  first  time  I  have  ever  heard 
a  statement  like  that  in  this  Committee,  Mr.  Miller. 

Mr.  Miller.  I  tell  you  what,  if  you  know  Erskine  Bowles  very 
well  as  I  do  or  if  you  know  Phil  Lader  very  well,  we  are  not  trying 


92 

to  run  it  with  bureaucrats  any  more  and  I  will  just  give  an  exam- 
ple. I  mean  Phyllis  Dolson  who  is  basically  responsible  for  our  ac- 
count, she  is  a  trained  commercial  banker.  She  has  got  an  MBA. 
She  is  as  professional  a  person  as  we  deal  with  anybody  at  First 
Union  or  NationsBank.  So  I  will  say  this,  that  I  think  that  there 
has  been  tremendous  improvement  made  and  we  have  borrowed 
money  every  quarter  and  it  is  easier  to  do  with  them  than  it  is  a 
commercial  bank  today. 

Senator  Frist.  Mr.  Chairman,  thank  you. 

Chairman  Bond.  Thank  you  very  much,  Senator  Frist. 

Mr.  Miller,  I  understand  SBA  is  conducting  debenture  funding 
this  week.  Is  your  company  being  funded  now  or  do  you  have  any 
assurances  that  you  are  going  to  be  funded  in  the  coming  months? 
What  is  your  status? 

Mr.  Miller.  We  have  borrowed  $73  million  from  the  SBA.  The 
max  that  you  can  borrow  was  nine.  We  have  applied  for  additional 
funding.  I  do  not  think  that  we  will  get  money  this  quarter  just  be- 
cause the  demand  for  the  money  far  exceeds  what  is  available.  The 
way  that  I  understand  the  way  the  SBA  is  handling  it  is  that  they 
are  basically  prioritizing  those  people  who  requested  money  last 
year  and  did  not  get  it  are  kind  of  priority  one.  Those  people  who 
have  never  gotten  money  before  are  like  priority  two  and  then  peo- 
ple like  Sirrom  Capital  who  have  borrowed  a  lot  of  money  are  kind 
of  priority  three. 

So  the  way  that  I  understand  the  process  today  is  that  we  will 
probably  not  get  money  this  quarter,  although  we  have,  in  fact,  ap- 
plied for  it. 

Chairman  Bond.  Are  you  expecting  funding  in  this  quarter? 
Have  you  been  given  any  assurance,  Mr.  Dick? 

Mr.  Fox.  We  did  not  apply  for  funding  on  the  grounds  that  we 
knew  that  there  was  insufficient  capital  available. 

Chairman  Bond.  Mr.  Dick? 

Mr.  Dick.  We  applied  for  $1  million  of  participating  securities 
and  I.  believe  that  we  will  end  up  getting  that,  but  we  are  not  very 
leveraged  at  all. 

Chairman  Bond.  Mr.  Tucker,  you  are  in  the  process  of  seeking 
a  license? 

Mr.  Tucker.  Yes,  we  are  in  the  process  of  seeking  a  license,  but 
there  are  three  companies  in  a  number  of  our  organizations  that 
are  looking  to  get  debenture  financing. 

Chairman  Bond.  Do  you  know  to  what  level? 

Mr.  Tucker.  No,  I'm  not  absolutely  sure  as  to  what  level,  but 
also  I  would  just  like  to  follow-up  on  Senator  Bumpers'  point  that 
Congress  does  not  provide  us  money  for  subsidized  leverage.  That 
should  not  mean  that  the  SSBICs  cannot  receive  unsubsidized  de- 
benture leverage.  Mr.  Chairman,  we  are  looking  forward  to  receiv- 
ing our  license.  We  are  hoping  to  receive  our  license  before  the  end 
of  the  year.  We  are  looking  very  forward  to  get  into  the  program 
because  there  is  a  tremendous  need  out  there  in  our  community. 

Chairman  Bond.  Thank  you,  Mr.  Tucker.  Mr.  Fox,  I  understand 
since,  I  guess  the  end  of  1994,  in  other  words  the  last  year  every 
SBIC  has  been  acquired  either  to  adopt  the  SBA  model  of  invest- 
ment evaluation  procedures  or  to  submit  its  own  alternative  proce- 
dures for  approval.  Is  the  SBA  model  similar  to  the  one  that  you 
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would  use  for  evaluating  a  potential  investment?  From  the  indus- 
try standpoint,  how  would  you  rate  this  SBA  model? 

Mr.  Fox.  We  actually  consider  their  Valuation  Guidelines  to  be 
tougher  than  we  would  have  ourselves.  We  think  they  are  at  least 
as  tough  as  the  industry  standard  would  be.  We  think  that  they 
are  actually  tougher  than  generally  accepted  accounting  principles. 
In  fact,  we  are  positive  they  are  tougher  than  generally  accepted 
accounting  principles.  It  is  my  belief  that  they  have  been  adopted 
by  the  vast  majority  of  the  industry.  I  believe  it  is  in  the  90  sort 
of  percent  range  of  SBICs  have  adopted  it.  Those  that  have  not 
adopted  it,  because  it  is  not  public  information,  I  cannot  comment 
on  what  valuation  standards  they  have,  but  at  this  stage  they  do 
have  to  be  approved  by  SBA.  So  presumably  there  is  some  way  be- 
sides that. 

Chairman  BOND.  Tougher  standards,  has  that  had  any  chilling 
effect  on  the  ability  to  make  investments? 

Mr.  Fox.  No,  Valuation  Guidelines  enable  one  to  value  one's 
portfolio. 

Chairman  Bond.  I  mean  has  that  caused  any  significant  hard- 
ships in  that — 

Mr.  Fox.  I  have  never  had  that  comment  made,  no. 

Chairman  BOND.  The  SBA  puts  SBIC  on  its  watch  list  when  cap- 
ital impairment  reaches  35  percent.  With  respect  to  the  companies 
you  are  evaluating,  the  companies  in  your  portfolio,  is  there  any 
trigger  mechanism  when  you  yourself  begin  to  look  at  an  individual 
company?  How  do  you — 

Mr.  Fox.  We  have  a  very  simple  system.  Every  portfolio  company 
sends  us  monthly  reports.  Each  of  those  monthly  reports  gets  re- 
viewed by  two  of  our  staff.  If  any  member  of  the  staff  feels  that 
there  is  a  problem  in  that  portfolio  company,  either  of  the  two,  it 
gets  addressed  by  the  group.  At  this  stage,  we  are  fortunate  not  to 
have  any  problems.  So  I  can  safely  say  that  we  do  not  have  valu- 
ation issues.  But  if  we  were  to  have  them,  we  address  them  very 
early  on.  Because  we  mostly  invest  in  late  stage  companies,  it  is 
much  easier  for  us  to  tell  precisely  whether  valuations  might  be 
higher  or  lower  than  it  would  be  for  somebody  doing  startups.  I 
know  George  has  a  very  sophisticated  system.  Maybe  you  would 
like  to  comment  on  your  system. 

Mr.  Miller.  I  do  not  know  how  anything  out  of  Nashville  can  be 
called  sophisticated,  but  monitoring  companies  is  no  different  than 
monitoring  anything.  Our  lenders  are  required  to  not  only  receive 
monthly  reports  that  track  trends — I  mean  our  report  shows  the 
last  trend  in  6  months,  revenues  and  expenses  side-by-side,  so  you 
can  identify  trends.  I  mean  is  cash  going  up;  is  cash  going  down? 
Is  the  operating  income  line  going  up  or  is  it  going  down?  So  we 
have  some  pretty  good  systems.  I  would  not  call  them  sophisti- 
cated, other  than  they  are  sent  over  a  fax  machine.  The  real  key 
to  this  business  is  talking  to  the  CEO.  You  may  get  a  monthly  re- 
port that  comes  in  on-line  to  your  computer  or  to  the  fax  machine, 
but  you  can  tell  a  lot  more  by  having  a  conversation  with  that 
CEO.  I  mean  I  can  ask  a  CEO  how  is  business?  He  can  say,  well, 
it  is  OK.  Well  that  does  not  mean  it  is  OK.  It  means  it  is  bad.  So 
I  think  there  is  way  too  much  emphasis  on  how  do  we  break  this 
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down  to  a  science  and  this  is  not  a  science.  Investing  in  small  com- 
panies is  an  art.  You  can  build  controls  in,  but  it  is  still  an  art. 

Chairman  Bond.  One  final  question  I  would  welcome  your  com- 
ments on  and  maybe  starting  with  Mr.  Fox,  and  anyone  else  who 
has  a  comment  on  it.  The  $5  million  capital  requirement  for  new 
debenture  SBICs,  is  this  a  good  screening  device  for  evaluating  the 
potential  success  of  an  SBIC?  What  is  your  view  on  that  require- 
ment? 

Mr.  Fox.  My  opinion  would  be  that  unless  the  overhead  is  being 
shared  by  some  other  group  that  it  is  not  economically  viable  at 
smaller  sizes.  And  that  in  order  to  attract  professional  investors, 
they  like  to  do  things  in  larger  amounts  of  money  in  order  to  get 
diversity  between  the  ownership  of  an  SBIC  and  the  management 
of  an  SBIC  which  is  important  because  it  prevents  conflicts  of  in- 
terest taking  place.  If  you  have  the  same  people  owning  it  as  run- 
ning it,  that  is  what  happened  in  the  past  that,  in  fact,  some  of  the 
GAO  report  material,  if  you  look  at  that,  I  am  pretty  sure  that  no- 
body in  the  most  recent  report  at  least  of  those  SBICs  that  I  noted, 
had  $5  million  in  a  private  capital.  I  think  that  unless  somebody 
else  is  covering  the  overhead,  that  it  just  does  not  work. 

Mr.  Miller.  If  you  look  at  the  numbers,  large  portfolios  perform 
better  than  small  portfolios  primarily  for  two  reasons — one,  diver- 
sification. I  mean  any  finance  101  class  says  that  you  need  to  have 
at  least  20  to  25  companies  in  your  portfolio.  With  $5  million,  it 
is  hard  to  do  that.  The  other  reason  that  large  portfolios  do  better 
is  that  there  are  economies  of  scale.  I  mean  we  have  $175  million 
of  capital.  I  have  two  full-time  turnaround  people.  Both  of  them 
make  a  lot  of  money.  If  I  was  running  a  $5  or  $10  million  portfolio, 
I  could  not  have  them.  So  economies  of  scale  and  diversification,  I 
would  raise  it  from  $5  million  to  $25  million. 

Chairman  BOND.  Mr.  Dick,  do  you  have  a  comment  on  that? 

Mr.  Dick.  I  might  be  more  moderate.  I  tend  to  agree  with  the 
comments,  but  I  think  the  $10  million  target  is  probably  not  inap- 
propriate. 

Chairman  BOND.  Mr.  Tucker. 

Mr.  Tucker.  Obviously,  Mr.  Chairman,  the  majority  of  members 
of  our  organizations  really  are  below  the  $5  million  level  and  if  you 
look  at  the  performance  of  them,  a  lot  of  them  have  been  very  suc- 
cessful. Also  what  takes  place  in  our  industry  quite  a  bit  to  spread 
the  risk  is  that  a  lot  of  syndication  takes  place.  Our  particular  or- 
ganization that  we  ran  over  the  last  15  years  for  a  long  time  we 
were  under  $5  million  and  we  had  performed  very  well  over  the 
years  so  much  so  that  the  State  of  Maryland  decided  to  put  addi- 
tional funding  into  our  program  and  has  also  performed.  Also  the 
State  of  Maryland  is  making  a  $10  million  commitment  to  this 
SSBIC.  So  we  started  off  at  a  certain  level  and  performed  very  well 
and  we  think  the  record  is  clear  that  you  can  really  be  successful 
under  $5  million.  As  a  matter  of  fact,  there  is  a  tremendous  market 
out  there  for  entrepreneurs  that  are  not  looking  to  borrow  $500,000 
or  a  million  dollars.  They  are  looking  to  borrow  $100,000  or 
$150,000.  There  is  a  need  for  that  kind  of  financing  in  the  market- 
place. 

Chairman  Bond.  Thank  you.  Senator  Bumpers,  any  further 
questions? 
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Senator  Bumpers.  Just  one  observation,  Mr.  Chairman.  Did  you 
say  you  are  waiting  for  your  license,  Mr.  Tucker? 

Mr.  Tucker.  Yes,  sir,  we  are  waiting  for  our  license.  Hopefully, 
we  will  receive  it  before  the  end  of  the  year.  We  have  been  working 
very  closely  with  SBA  really  for  a  while  now. 

Senator  Bumpers.  Maybe  you  would  like  to  leave  the  landing 
lights  on  for  Amelia  Earhart.  If  this  language  of  the  present  bill 
goes  through,  you  are  not  going  to  get  a  license  because  there  will 
not  be  any  way  that  SBA  can  even  administratively  process  your 
application. 

Mr.  Tucker.  Your  point  is  well  taken,  Senator  Bumpers.  We  are 
hoping  that  saner  minds,  if  you  will,  will  change  that  language  is 
why  we  appreciate  you  making  the  recommendation  that  that  lan- 
guage really  be  revised.  Because  if  it  does,  it  has  a  major  impact 
on  us.  Just  let  me  go  a  little  bit  further  on  that.  As  I  mentioned 
earlier,  we  have  all  of  these,  particularly  minority  businesses  in  the 
State,  yet  there  is  no  equity  capital  in  the  State  for  Maryland.  The 
State  of  Maryland  saw  that  it  was  good  public  policy  that  they  in- 
vest into  an  SSBIC  so  that  we  can  provide  this  financing  to  these 
businesses.  Now  if  that  language  stays  in  as  it  is,  then  that  really 
has  a  major  impact  on  really  the  ultimate  economic  impact  on  the 
State  of  Maryland.  So  we  are  very  concerned  really  about  that  lan- 
guage and  we  hope  that  language  will,  in  fact,  be  changed. 

Senator  Bumpers.  Thank  you,  Mr.  Chairman. 

Chairman  Bond.  Senator  Frist. 

Senator  Frist.  Nothing,  Mr.  Chairman. 

Chairman  Bond.  Gentlemen,  thank  you  very  much.  I  appreciate 
your  testimony.  We  will  leave  the  record  open  for  further  questions 
from  other  members  of  the  Committee.  We  would  invite  you  to  sub- 
mit additional  information.  I  think  Mr.  Tucker  among  others  men- 
tioned that  there  might  be  additional  information  coming  in.  We 
will  be  happy  to  receive  that.  Obviously,  as  we  are  nearing  the  end 
of  the  year  we  are  not  going  to  be  introducing  legislation  between 
Christmas  and  New  Years,  so  there  will  be  time  for  you  to  provide 
that  information  and  we  very  much  appreciate  your  time  and  the 
information  you  provided  us  today.  Thank  you. 

Our  final  panel  will  feature  Ms.  Patricia  Forbes,  Acting  Associate 
Deputy  Administrator  for  Economic  Development  of  the  U.S.  Small 
Business  Administration.  I  understand  she  is  to  be  accompanied  by 
Don  Christensen,  who  is  the  Associate  Administrator  for  Invest- 
ment. Ms.  Forbes,  welcome. 

STATEMENT  OF  PATRICIA  R.  FORBES,  ACTING  ASSOCIATE 
DEPUTY  ADMINISTRATOR  FOR  ECONOMIC  DEVELOPMENT, 
U.S.  SMALL  BUSINESS  ADMINISTRATION;  ACCOMPANIED  BY 
DON  A.  CHRISTENSEN,  ASSOCIATE  ADMINISTRATOR  FOR  IN- 
VESTMENT 

Ms.  Forbes.  Good  morning,  Senator  Bumpers.  Good  morning, 
Mr.  Chairman.  I  want  to  thank  you  for  inviting  me  to  appear  be- 
fore you  this  morning  to  review  certain  aspects  of  the  SBIC  pro- 
gram. Accompanying  me  is  Don  Christensen.  He  is  the  Associate 
Administrator  for  Investment  who  assumed  direct  responsibility  for 
the  program  as  of  September  5,  1995.  Don  managed  a  publicly- 
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owned  SBIC  for  30  years  and  we  feel  very  lucky  to  have  him  on 
our  management  team. 

The  past  2  years  have  seen  major  improvements  in  the  SBIC  pro- 
gram and  it  is  my  pleasure  today  to  tell  you  about  some  of  the  cur- 
rent changes  underway  which  we  believe  will  further  strengthen 
the  SBIC  program.  Today  the  SBIC  program  consists  of  185  active 
regular  SBICs  and  89  specialized  SBICs.  These  274  firms  have  $3.7 
billion  of  private  capital  and  a  little  over  $1  million  of  SBA  guaran- 
teed leverage. 

In  evaluating  the  statistics,  it  is  important  to  understand  that 
every  dollar  of  Government  money  in  the  SBIC  program  has  mobi- 
lized more  than  3V-2  dollars  of  private  capital  for  investments  in 
long-term  debt  and  equity  of  America's  small  businesses.  A  reju- 
venation of  the  overall  SBIC  program  occurred  with  the  passage  of 
the  Small  Business  Equity  Enhancement  Act  of  1992  for  which  this 
Committee  deserves  great  credit  and  the  implementation  of  that 
Act's  provisions  and  regulations  that  were  issued  in  April  1994. 

The  new  program  incorporates  the  best  practices  of  the  private 
venture  capital  industry  as  well  as  the  lessons  learned  from  past 
experience  in  the  program.  The  result  has  been  an  enormous 
strengthening  of  the  program.  In  the  past  2  years  SBA  has  licensed 
55  SBICs  under  the  new  program,  including  eight  bank  subsidi- 
aries that  will  not  use  leverage.  Thirty  of  the  new  SBICs  with  $464 
million  of  private  capital  plan  to  use  participating  securities.  And 
17  with  $207  million  of  private  capital  plan  to  use  SBA  guaranteed 
debentures.  Together  these  new  licensees  already  represent  22  per- 
cent of  the  private  capital  in  the  program. 

Each  of  these  licensees  meets  SBA's  new  stricter  licensing  stand- 
ards with  respect  to  the  quality  and  experience  of  its  management 
and  the  increased  level  of  private  capital  required.  In  addition, 
each  licensee  has  been  licensed  to  use  the  form  of  leverage,  either 
traditional  debenture  leverage  or  participating  securities  which 
best  matches  its  investment  program. 

Although  the  principle  focus  of  the  last  few  years  has  been  on  the 
SBICs  using  participating  securities,  the  debenture-based  licensees 
are  as  important  in  meeting  the  long-term  credit  needs  of  small 
business  as  participating  securities  licensees  are  in  meeting  their 
needs  for  equity.  Under  the  new  law  and  regulations,  there  is  no 
reason  why  debenture-funded  SBICs  should  have  any  greater  loss 
experience  than  that  of  participating  securities  licensees. 

In  view  of  the  quality  of  the  management  of  the  new  SBICs  and 
their  larger  capital  base,  the  prospects  for  the  program's  success 
are  very  bright.  Consistent  with  the  Administration's  effort  to 
streamline  regulations  and  in  keeping  with  our  efforts  to  improve 
the  management  of  SBA's  programs,  we  have  recently  revised  the 
regulations  for  the  SBIC  program.  On  November  28  of  this  year, 
we  published  the  proposed  regulations  and  we  are  now  receiving 
comments  from  the  public.  Overall  the  response  has  been  positive. 

The  proposed  regulations  are  written  in  simple,  straightforward 
English  and  organized  in  a  logical  manner  for  easy  use  by  the 
reader.  The  proposed  regulations  also  enhance  the  safety  and 
soundness  of  the  program. 

Let  me  give  you  just  one  example  of  how  we  have  sought  to  im- 
prove the  regulations.  We  have  proposed  to  extend  to  all  leveraged 
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SBICs  the  requirement  that  there  be  diversity  between  a  licensee's 
management  and  ownership.  This  will  discourage  conflicts  of  inter- 
est. Currently  this  requirement  applies  only  to  licensees  that  issue 
participating  securities.  As  we  work  our  way  through  the  comment 
period  which  ends  on  December  28,  1995,  we  continue  to  seek  ways 
of  further  improving  the  regulations  from  a  user's  standpoint  while 
maintaining  program  integrity. 

In  inviting  our  testimony  today,  you  requested  that  we  describe 
procedures  that  SBA  has  adopted  to  decrease  program  losses. 
While  we  recognize  that  some  losses  in  the  SBIC  program  are  inev- 
itable, our  challenge  is  to  keep  them  as  low  as  possible  without 
jeopardizing  program  objectives.  The  key  to  minimizing  SBA's 
losses  is  providing  effective  oversight  of  SBIC  performance  so  as  to 
identify  potential  problems  early  and  act  on  them  promptly. 

For  example,  we  have  recently  improved  our  oversight  through 
the  use  of  a  watch  list  for  troubled  SBICs.  In  early  1994,  a  watch 
list  committee  was  developed  consisting  of  knowledgeable  SBA  per- 
sonnel. The  committee  meets  at  least  monthly  and  agrees  on  a  plan 
of  action  with  specific  deadlines  for  each  company  on  the  watch 
list.  This  system  ensures  that  SBA  acts  promptly  on  problems  iden- 
tified either  through  examination  or  financial  analysis. 

Another  significant  improvement  in  SBA  oversight  is  the  in- 
crease in  frequency  of  examinations  from  once  every  32  months  as 
of  1992  to  once  every  14  months  at  present. 

In  conclusion,  therefore,  it  is  clear  that  following  the  enactment 
of  the  1992  SBIC  legislation,  SBA  has  taken  important  steps  to  im- 
prove administration  of  the  program  and  to  minimize  its  potential 
future  losses.  As  you  know,  when  the  new  participating  securities 
legislation  was  enacted,  there  were  many  questions  regarding  how 
soon  SBA  would  be  able  to  share  in  the  profits.  Our  first  participat- 
ing security's  funding  was  in  November  1994.  We  are  now  pleased 
to  be  able  to  tell  you  that  one  of  our  new  licensees  has  realized  a 
significant  capital  gain  and  expects  to  make  its  prioritized  pay- 
ments and  its  first  distribution  of  profits  participation  to  SBA  soon. 

While  we  still  do  not  expect  that  the  bulk  of  the  profit  distribu- 
tions will  begin  before  1998  or  later,  we  feel  that  the  performance 
of  this  SBIC  is  an  indicator  of  the  high  quality  of  management  that 
has  been  admitted  to  the  program  during  the  last  2  years. 

This  completes  my  oral  statement.  I  would  be  pleased  to  answer 
any  questions  you  may  have. 

[The  prepared  statement  of  Ms.  Forbes  follows:] 
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TESTIMONY  OF 

PATRICIA  R.  FORBES 

ACTING  ASSOCIATE  DEPUTY  ADMINISTRATOR  FOR  ECONOMIC  DEVELOPMENT 

BEFORE  THE  SENATE  SMALL  BUSINESS  COMMITTEE 

DECEMBER  12,  1995 


Good  morning,  Mr.  Chairman  and  Members  of  the  Committee.  I  am  Patricia 
R.  Forbes,  Acting  Associate  Deputy  Administrator  for  Economic  Development.    I 
am  responsible  for  management  oversight  of  all  of  SBA's  financing  and  business 
education  programs.    I  want  to  thank  you  for  inviting  me  to  appear  before  you  this 
morning  to  review  certain  aspects  of  the  Small  Business  Investment  Company 
(SBiC)  program.  Accompanying  me  is  Don  A.  Christensen,  Associate  Administrator 
for  Investment  who  assumed  direct  responsibility  for  this  program  as  of  September 
5,  1995.  Like  his  predecessor,  Robert  Stillman,  Don  is  a  chemical  engineer  (in  his 
case  from  MIT),  a  Harvard  Business  School  graduate,  and  a  long-time  veteran  of 
the  venture  capital  business.  However,  in  contrast  to  Mr.  Stillman,  his  venture 
capital  experience  has  been  in  this  program;  he  actually  managed  a  publicly-owned 
SBIC  for  thirty  years,  and  we  feel  very  lucky  to  have  him  on  our  management 
team. 


99 


The  mission  of  the  Small  Business  Administration  (SBA)  is  to  help  small 
business  get  started,  stay  in  business  and  grow,  with  the  overall  objective  of 
creating  jobs  and  accelerating  the  growth  of  the  economy.  An  important  element  in 
achieving  this  goal  is  making  capital  available  where  private  sources  alone  are  not 
providing  it.  The  Small  Business  Investment  Company  Program  provides  an 
effective  vehicle  for  accomplishing  this  in  that  it  marshals  private  resources,  both 
human  and  financial,  in  a  partnership  with  the  Government  to  meet  the  investment 
capital  needs  of  the  Nation's  small  business  community. 

An  SBIC  is  a  partnership  or  corporation  which  has  been  formed  by  private 
parties  for  the  purpose  of  investing  in  the  long-term  debt  and  equity  securities 
issued  by  small  businesses.  It  is  licensed  by  the  Small  Business  Administration 
which  supplements  (or  leverages)  its  private  capital  by  providing  a  Government 
guarantee  of  its  debentures  or  participating  securities,  enabling  them  to  be  sold  in 
the  securities  markets.  It  should  be  emphasized,  however,  that  an  SBIC  makes  its 
own  investment  decisions  so  long  as  it  conforms  to  SBA  regulatory  guidelines.  Any 
losses  that  the  SBIC  sustains  from  its  investments  come  out  of  its  own  capital 
before  SBA  experiences  any  loss. 

The  SBIC  program  was  created  by  the  Small  Business  Investment  Act  of 
1958.  Since  that  time  SBICs  have  made  a  major  contribution  to  the  Nation's 
economy,  investing  nearly  $12  billion  in  some  77,000  small  business  concerns. 

As  SBA  Deputy  Administrator  Cassandra  Pulley  described  in  detail  in  her 
July  13  testimony  before  this  committee,  over  the  past  two  years  there  have  been 
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major  positive  changes  in  the  SBIC  program,  both  qualitative  and  quantitative. 
Today,  it  is  my  pleasure  to  supplement  Ms.  Pulley's  testimony  and  tell  you  about 
some  of  these  changes  as  well  as  about  some  of  the  new  requirements  we 
recently  proposed  in  regulations  which  we  believe  will  further  strengthen  the  SBIC 
program. 

THE  SBIC  PROGRAM  TODAY 

Today,  there  are  185  active  regular  SBICs  and  89  Specialized  SBICs  (which 
invest  only  in  businesses  owned  and  controlled  by  persons  whose  ability  to 
compete  in  the  free  enterprise  system  is  hampered  by  social  or  economic 
disadvantages).  These  274  firms  have  $3.7  billion  of  private  capital  and  $1.02 
billion  of  SBA-guaranteed  leverage. 

As  you  are  aware,  a  rejuvenation  of  the  overall  SBIC  program  occurred  with 
the  passage  of  the  Small  Business  Equity  Enhancement  Act  of  1  992  and  the 
implementation  of  its  provisions  in  the  Agency's  regulations  issued  in  April  of 
1 994.  The  new  program  incorporates  the  best  practices  of  the  private  venture 
capital  industry  as  well  as  the  lessons  learned  from  past  experience  in  the  SBIC 
program.  The  result  has  been  an  enormous  strengthening  of  the  program  and 
correction  of  weaknesses  that  had  resulted  in  some  well-publicized  problems  of  the 
past. 
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In  fiscal  years  1994  and  1995,  under  the  new  statutory  and  regulatory 
requirements,  SBA  has  licensed  fifty-five  new  SBICs,  including  eight  bank 
subsidiaries  that  will  not  use  leverage.  Thirty  of  the  new  SBICs  with  $464  million 
of  regulatory  capital  plan  to  use  participating  securities,  and  seventeen  with  $207 
million  of  regulatory  capital  plan  to  use  SBA-guaranteed  debentures. 

Each  of  these  licensees  meets  the  following  new  more  strict  licensing 
standards: 

■  Each  has  been  carefully  screened,  especially  for  quality  and  experience  of 
management. 

■  Each  has  been  licensed  to  use  the  form  of  leverage  which  best  matches  its 
investment  program:  for  those  which  make  loans  and  have  interest  income, 
the  SBA  offers  the  traditional  debt  leverage.  For  those  making  equity 
investments  where  capital  gain  is  the  primary  goal,  the  SBIC  uses  the  new 
Participating  Security. 

■  The  individual  new  SBICs  have  private  capital  averaging  $15.5  million  each, 
compared  with  an  average  of  $2.4  million  for  those  licensed  in  fiscal  year 
1992.  A  larger  capital  base  allows  the  company  to  afford  stronger 
management  and  to  have  greater  diversity  of  its  investments. 

In  view  of  the  quality  of  the  management  of  the  new  SBICs,  their  larger  capital 
base  and  the  availability  of  participating  security  leverage,  the  prospects  for  the 
program's  success  have  never  been  brighter,  except  for  the  uncertainties  in 
funding  which  I  will  discuss  later. 

It  is  useful  to  examine  today's  SBIC/SSBIC  program  in  terms  of  the  type  of 
leverage  employed:  those  which  are  non-leveraged,  those  which  are  leveraged  with 
participating  securities,  those  which  are  leveraged  with  the  traditional  SBA- 
guaranteed  debentures,  and  those  which  are  leveraged  with  subsidized  securities. 
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A  major  portion  of  the  private  capital  in  the  program  comes  from  the  first 
category,  non-leveraged  firms,  most  of  which  are  affiliates  of  commercial  banks. 
They  represent  28%  of  the  entire  SBIC/SSBIC  program  in  number,  but  65%  of  the 
private  capital.  The  bank  affiliated  licensees  are  active  participants  in  the  program 
and  contribute  significantly  to  the  achievement  of  its  objectives.  It  should  be 
noted,  however,  that  although  they  do  not  require  SBA-guaranteed  leverage,  we 
still  must  utilize  SBA  resources  to  license,  examine  and  regulate  them.  In  our 
proposed  regulations,  of  which  I  will  speak  more  later,  we  have  incorporated  a 
number  of  regulatory  exemptions  for  non-leveraged  licensees  which  should  improve 
the  regulatory  environment  for  them  without  jeopardizing  SBA's  economic 
interests. 

The  second  category  of  licensees,  those  leveraged  with  participating 
securities,  represent  29%  of  the  industry  in  number,  38%  of  the  private  capital, 
and  because  they  are  so  new,  only  21%  of  the  outstanding  leverage.  They  were 
created  by  the  1 992  act  to  enable  SBICs  to  address  the  venture  capital  needs  of 
small  business.  Through  the  use  of  participating  securities  leverage,  these  SBICs 
are  able  to  structure  equity  investments  which  do  not  require  the  small  business  to 
immediately  pay  interest  or  dividends,  since  such  payments  by  the  SBICs  on  their 
own  leverage  are  similarly  deferred.  The  creation  of  this  category  of  licensees 
imparted  new  life  to  the  SBIC  program  overall,  and  the  enthusiasm  carried  over  to 
the  debenture  side  as  well. 
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The  debenture-based  licensees  are  as  important  in  meeting  the  long-term 
credit  needs  of  small  business  as  the  participating  security  licensees  are  in  meeting 
small  business  needs  for  equity.  Small  businesses  that  need  long-term  expansion 
capital  in  excess  of  what  they  can  borrow  through  secured  lending,  such  as  under 
SBA's  7(a)  program,  are  often  unable  or  unwilling  to  part  with  the  amount  of 
equity  the  venture  capital  investor  requires  nor  able  to  offer  the  capital  gain 
opportunity  he  seeks.  However,  they  are  able  to  support  the  interest  burden  of 
long-term  debt  and  may  well  be  willing  to  give  a  smaller  amount  of  equity  as  a 
"sweetener."   The  debenture  SBICs  are  specifically  designed  to  serve  this  market, 
and  Sirrom  Capital  Corporation,  whose  president,  George  Miller,  is  on  the  next 
panel,  is  an  excellent  example  of  a  successful  debenture  SBIC.  I  hope  he  will 
describe  his  activities  in  some  detail  which  will  illustrate  that  such  expansion 
financing  is  an  important  source  of  capital  for  certain  small  businesses.    Such 
financing  should  result  in  fewer  losses. 

Lastly,  there  are  the  Specialized  SBICs  (SSBICs)  which  were  created  by 
Congress  in  1968  to  serve  the  needs  of  those  businesses  owned  and  controlled  by 
persons  whose  ability  to  compete  in  the  free  enterprise  system  is  hampered  by 
social  or  economic  disadvantages.  There  are  89  SSBICs  in  total,  representing  32% 
of  the  overall  program  in  number,  of  which  13  are  non-leveraged,  generally  bank- 
affiliated.  The  leveraged  SSBICs  represent  less  than  5%  of  the  private  capital  in  the 
program,  but  25%  of  the  outstanding  leverage.  Historically,  the  SSBICs  have 
principally  used  SBA-guaranteed  debentures  or  preferred  stock  where  the  cost  has 
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been  subsidized  by  the  government;  however,  many  have  supplemented  this  by 
issuing  regular  unsubsidized  debentures  as  well.    It  is  SBA's  position  that 
unsubsidized  debentures  must  be  used  for  the  refunding  of  maturing  subsidized 
debentures. 

The  SBIC/SSBIC  industry  can  also  be  usefully  categorized  by  the  size  of  the 
licensee's  private  capital  and,  implicitly,  when  it  was  licensed,  since  the  minimum 
capitalization  required  by  SBA  has  increased  over  the  years.    Basically,  there  are 
the  newly  licensed  SBICs  with  a  $5  million  minimum  in  private  capital,  those  which 
meet  the  same  capital  and  management  quality  requirements  as  new  licensees 
although  licensed  before  1994,  those  which  have  private  capital  of  less  than  $5 
million  but  have  demonstrated  over  a  number  of  years  their  ability  to  operate 
successfully,  and  those  which  are  undercapitalized  operations. 

This  categorization  is  important  in  assessing  the  prospects  of  future  losses 
on  SBA-guaranteed  leverage.  Fortunately,  the  first  two  groups  represent 
approximately  75%  of  outstanding  leverage  and  this  proportion  will  increase  as  the 
new  SBICs  build  up  their  leverage.    It  will  increase  if  successful  firms  with  less 
than  $5  million  in  private  capital  are  included  in  the  category.  We  are  carefully 
monitoring  the  financial  position  of  the  last  group,  the  marginal  operators,  and 
exploring  various  alternatives  for  dealing  with  them  over  the  long  term.  Since  the 
majority  of  the  licensees  in  the  last  group  are  SSBICs,  we  are  awaiting  the 
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recommendations  of  the  SSBIC  Advisory  Council  which  is  scheduled  to  meet 
tomorrow  to  address  these  issues  and  should  provide  guidance  as  to  how  the 
Agency  should  proceed. 

PROPOSED  NEW  REGULATIONS 

Consistent  with  the  Administration's  efforts  to  streamline  regulations  and  in 
keeping  with  our  efforts  to  improve  the  management  of  SBA's  programs,  we 
recently  revised  the  regulations  for  the  SBIC  program. 

On  November  28,  our  complete  rewrite  of  the  regulations  governing  the  SBIC 
program  was  published  in  the  Federal  Register,  and  we  are  now  receiving 
comments.    In  fact,  we  have  already  had  two  meetings  with  representatives  from 
the  industry  to  discuss  some  proposed  changes.   Overall,  the  response  to  the 
proposed  regulations  has  been  universally  favorable,  both  within  and  without  the 
Agency. 

Specifically,  we  accomplished  a  number  of  objectives  in  both  the  form  of 
presentation  as  well  as  the  substance.  As  to  form,  they  are  written  in  simple, 
straightforward  English  and  organized  in  a  completely  logical  manner  so  that  the 
reader  can  find  what  he  or  she  is  looking  for.  The  section  and  paragraph  headings 
are  not  cryptic  bureaucratese,  but  rather  meaningful  headings. 

As  to  the  substance  of  the  regulations,  we  have  worked  to  modernize  the 
program  by  trying  to  adjust  to  current  venture  industry  practices  as  they  have 
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evolved  since  the  formation  of  the  SBIC  program  in  1958.    Along  these  lines,  we    • 
have  sought  to  be  responsive  to  the  industry's  issues,  and  have  eliminated  many 
nitpicking,  burdensome  regulations  that  served  no  meaningful  purpose. 

Let  me  now  give  you  some  tangible  examples  of  how  we  have  sought  to 
simplify  the  regulations  while  still  protecting  the  integrity  of  the  program. 

■  Management/Ownership  Diversity.    A  key  foundation  of  the  new 
Participating  Securities  program  was  that  the  management  of  an  SBIC 
may  not  own  more  than  70%  of  the  SBIC  and  that  the  other  30%, 
under  most  circumstances,  must  be  owned  by  at  least  3  institutional 
investors.  The  logic  behind  this  was  that  management  would  have  a 
fiduciary  responsibility  to  sophisticated  investors  and  would, 
therefore,  be  hindered  in  doing  self-deals,  and  would  operate  the  SBIC 
in  a  manner  to  optimize  the  profits.  We  are  now  proposing  to  extend 
this  requirement  to  all  new  Licensees. 

■  Conflicts  of  Interest.    The  Small  Business  Investment  Act  of  1 958,  as 
amended,  has  specific  language  that  prohibits  conflicts  of  interest. 
The  old  regulations  were  particularly  difficult  to  understand  and  cast  a 
net  that  included  very  distant  relatives.  We  have  narrowed  the  scope 
of  this  regulation  to  include  only  persons  related  to  SBIC  employees 
who  logically  would  be  beneficiaries  of  an  SBICs  largesse  at  SBA's 
expense. 

■  Minimum  Capitalization.    After  the  regulations  are  finalized,  we  will 
have  a  regulation  that  reflects  current  policy  which  requires  that 
license  applicants  for  debentures  have  at  least  $5.0  million  of  private 
capital  and  that  participating  securities  users  have  $10  million,  unless 
it  can  demonstrate  that  it  could  be  viable  over  the  long-term  with  less, 
such  as  having  its  overhead  absorbed  by  a  related  entity. 

■  Internal  Controls  of  Licensee.    Under  the  old  regulations,  we  spelled 
out  in  minute  detail  how  many  signatures  were  required  on  checks, 
along  with  other  minutiae.  Now,  we  are  proposing  a  general 
requirement  that  a  Licensee  merely  adopt  a  plan  to  safeguard  their 
assets  and  maintain  adequate  internal  controls.  We  feel  that  the 
Licensee  is  in  the  best  position  to  determine  appropriate  procedures. 
We  will  monitor  such  plans  through  the  examination  function. 
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Third-Party  Debt.    Since  1991,  in  order  to  protect  SBA's  financial 
position,  we  implemented  regulations  that  limit  third-party  debt 
without  our  approval.  These  regulations  were  scattered  through  the 
Code  of  Federal  Regulations,  and  were  not  integrated.  We  have  now 
written  them  in  clear  English  and  they  are  all  in  one  section  of  the 
regulations. 

Record  Retention.    We  have  reduced  the  length  of  time  that  SBICs 
must  maintain  records. 

Examination  Fees.    As  a  step  toward  our  goal  of  eventual  self-funding 
for  the  SBIC  program,  we  have  proposed  to  increase  examination 
fees,  so  that  SBICs  are  charged  the  full  direct  costs  of  such 
examinations. 

Cost  of  Money.   What  we  refer  to  as  Cost  of  Money  rules  are 
designed  to  protect  small  businesses  from  SBICs  charging  excessive 
interest  on  loans.  These  regulations  have  been  simplified  and  clarified 
considerably  to  provide  for  easier  administration. 

Auditor's  Work  Papers.   To  enhance  the  ability  of  our  examiners  to 
perform  their  job  effectively,  we  are  proposing  to  require  that  the 
independent  accountants  give  our  examiners  access  to  their  work 
papers. 

Real  Estate  Investments.    In  response  to  industry  requests,  we  no 
longer  would  restrict  investments  in  companies  that  actively  operate 
hotels  and  motels  to  one-third  of  a  portfolio.  On  the  other  hand,  we 
have  restricted  the  conditions  under  which  an  SBIC  can  make  real 
estate  investments  since  we  feel  that  the  purpose  of  the  SBIC 
program  is  to  finance  operating  companies. 

Foreign  Operations.   We  have  also  proposed  narrowing  the  ability  of 
SBICs  to  finance  companies  with  foreign  operations.  The  old 
regulatory  language  referred  to  the  need  for  a  small  business  to  have 
at  "at  least  fifty-one  percent  of  the  assets  and  activities  of  such 
concern. ..remain  within  the  United  States."  We  felt  that  the  term 
"assets  and  activities"  was  excessively  vague  and  that  51%  was  too 
low  a  standard.  The  proposed  language  sets  a  standard  that  requires 
that  "more  than  40  percent  of  the  employees  or  tangible  assets  of  the 
Small  Business"  may  not  be  outside  the  United  States.  Some  industry 
comments  state  that  they  consider  the  new  standard  too  restrictive. 
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■  Management  Services.    Since  it  is  often  advantageous  for  an  SBIC  to   • 
assist  a  portfolio  company  by  providing  management  services  in 
addition  to  funds,  this  has  always  been  permitted.  In  the  past, 
however,  the  rules  for  doing  this  were  convoluted  and  complicated. 
This  has  been  vastly  simplified  by  now  stating  that  management 
services  that  are  provided  must  be  on  an  hourly  basis  at  a  competitive 
market  rate. 

■  Long-Term  Financing.    Because  the  SBIC  program  was  designed  to 
provide  long-term  financing  to  small  businesses,  either  as  equity  or  as 
long-term  debt,  under  most  circumstances  the  minimum  loan 
permitted  had  a  five  year  term.  As  a  result,  this  also  restricted  the 
ability  of  SBICs  to  have  stock  redemption  provisions  that  could  be 
effective  earlier  than  five  years.  Upon  reviewing  this  regulation,  we 
found  that  more  balance  was  needed  in  weighing  the  rights  of 
investors  with  protecting  the  small  business.  Therefore,  exceptions 
are  now  provided  under  certain  specific  conditions  such  as  if  a 
portfolio  company  has  a  public  offering,  files  for  bankruptcy 
protection,  incurs  a  change  of  management  or  control,  or  materially 
breaches  the  financing  agreement. 

Specifically  for  non-leveraged  (predominantly  bank-owned)  SBICs,  we  have 
exempted  them  from  those  regulations  that  relate  to  financial  risk  since  the  SBA  is 
not  providing  any  capital  guarantees  for  them,  and  is,  therefore,  not  at  risk.  As  a 
result,  non-leveraged  SBICs  will  be  exempted  from  many  approval  and  reporting 
requirements,  but  will  still  be  required  to  fulfill  the  public  policy  purposes  of  the 
SBIC  program. 

As  we  work  our  way  through  the  comment  period  which  ends  on  December 
28,  1995,  we  continue  to  seek  ways  of  further  improving  the  regulations  from  the 
standpoint  of  the  user  while  still  maintaining  the  integrity  of  the  program. 
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PROGRAM  OVERSIGHT 

In  inviting  our  testimony  today,  you  requested  that  we  describe  SBA 
procedures  that  will  enhance  the  safety  and  soundness  of  the  program.  While  we 
recognize  that  some  losses  in  the  SBIC  program  are  inevitable,  our  challenge  is  to 
keep  them  as  low  as  possible  without  jeopardizing  program  objectives.  The  key  to 
minimizing  SBA's  losses  is  to  provide  effective  oversight  of  SBIC  performance  so 
as  to  identify  potential  problems  early  and  act  on  them  promptly.  This  involves: 

1 .  Obtaining  accurate,  meaningful  information  in  a  timely  manner, 

2.  Performing  a  careful  and  intelligent  analysis  of  the  data,  and 

3.  Implementing  effective  action  promptly  in  addressing  the  problems. 
SBA's  Investment  Division  has  gone  to  great  lengths  to  insure  that  it  is 
accomplishing  these  functions  effectively  and  efficiently.  To  this  end  we  have 
concentrated  on  five  principal  areas: 

1 .  Improving  the  quality  of  data  reported  by  licensees 

2.  Automating  the  systems  for  transmitting  and  handling  the  data 

3.  Improving  the  verification  of  reported  data 

4.  Establishing  an  effective  organization  to  manage  oversight 

5.  Strengthening  the  liquidation  function 

Let  me  describe  some  of  the  Division's  efforts  in  each  of  these  areas. 
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improving  Data  Quality 

One  of  the  historic  weaknesses  of  the  SBIC  program  has  been  in  the  area  of 
financial  reporting.  The  accounting  for  investment  companies,  which  includes 
SBICs,  differs  from  that  for  normal  operating  companies  in  that  a  major  component 
of  financial  performance  is  what  is  termed  "changes  in  unrealized  appreciation  or 
depreciation  of  investments"  which,  in  turn,  is  based  on  a  valuation  of  portfolio 
securities.  As  a  consequence,  accurate  valuation  of  an  SBICs  portfolio  securities  is 
crucial.  Although  SBA  had  a  long  stated  policy  addressing  the  issue  of  SBIC 
portfolio  valuation,  it  was  so  general  as  to  be  of  little  practical  use. 

With  the  April  1 994  regulations,  however,  meaningful  standards  of 
valuation,  reflecting  actual  venture  capital  industry  practice,  were  introduced.  As  of 
December  31,  1994,  every  SBIC  was  required  either  to  adopt  the  SBA  model  of 
investment  valuation  procedures  or  to  submit  its  own  alternative  procedures  for 
approval.  Approximately  95%  of  the  licensees  chose  to  adopt  SBA's  version.  The 
SBICs  public  accountants  are  required,  in  rendering  their  opinion  on  a  licensee's 
annual  financial  statements,  to  opine  that  the  valuation  procedures  were  used  and 
appropriately  documented. 
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Automation  of  Data  Handling 

The  Investment  Division  has  made  a  major  investment  in  automation,  since 
even  accurate  SBIC  reports  lose  much  of  their  value  if  they  are  not  processed 
efficiently  in  a  timely  manner.  This  automation  allows  SBIC  analysts  and  examiners 
much  faster  access  to  critical  financial  data.  Last  year,  electronic  filing  of  the 
annual  financial  report  from  SBICs  was  adopted.  Investment  division  personnel 
now  have  immediate  access  to  the  data  reported  by  each  licensee,  including  its 
impairment  ratio  which  we  use  as  a  fundamental  measure  of  the  financial 
soundness  of  an  SBIC.  Essentially  this  is  the  ratio  of  the  SBICs  cumulative 
"losses"  (including  "unrealized  losses"  reflected  in  its  depreciation  of  investments 
account)  to  its  private  capital.  Thus,  at  a  50%  impairment,  one  half  of  the  SBICs 
private  capital  has  been  lost,  and  at  100%  it  has  all  been  lost.  This  is  important 
since  private  capital  represents  a  cushion  against  the  impact  of  future  losses  on  the 
SBICs  SBA-guaranteed  securities. 

As  a  result  of  our  automation,  an  impairment  ratio  based  on  the  latest 
financial  information  received  from  a  licensee  is  always  readily  available. 
Impairment  ratios  are  calculated  for  licensees  without  leverage,  annually;  for 
licensees  with  leverage  semi-annually;  for  licensees  with  outstanding  participating 
securities  or  funding  commitments,  quarterly  or  within  30  days  of  requesting 
leverage;  and  for  licensees  requiring  special  oversight,  at  least  quarterly  and 
sometimes  monthly.  This  last  group  is  also  included  on  the  Division's  watch  list. 
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Use  of  a  watch  list  began  in  1992  when  the  Investment  Division  developed 
the  list  to  track  SBIC\SSBICs  which  had  reached  thresholds  of  impairment  above 
safe  levels.    Those  thresholds  were  35%  for  SBICs  and  50%  for  SSBICs.    In 
addition,  SBIC\SSBICs  with  other  problems  such  as  poor  earnings  or  serious 
regulatory  violations  were  added.   The  aim  of  the  list  was  to  stay  on  top  of 
problem  companies  and  know  what  actions  were  being  taken  to  correct  the 
problems  or  move  the  companies  toward  liquidation. 

At  the  time  it  was  developed,  the  watch  list  was  reviewed  with  management 
in  a  very  cursory  manner  once  or  twice  a  year.    Under  those  conditions  the  list  was 
of  limited  value,  however,  it  did  segregate  known  problems.    In  early  1994  SBA 
began  to  use  the  watch  list  more  effectively.    A  watch  list  committee  was 
developed,  consisting  of  representatives  from  both  SBIC  operations  and  liquidation. 
The  committee  meets  at  least  monthly  and  agrees  on  a  plan  of  action  with  specific 
deadlines  for  each  company  on  the  watch  list.  This  system  insures  that  SBA 
promptly  acts  on  problems  identified  either  through  examination  or  financial 
analysis. 

The  Investment  Division  has  also  installed  a  comprehensive  correspondence 
tracking  system  which  reports  when  a  particular  financial  report  was  received,  the 
date  by  which  tfie  financial  analyst  must  complete  the  review  of  the  statement, 
and  the  actual  date  of  completion. 


113 


Verification  of  Data 

Our  third  area  of  emphasis  involves  verification  of  the  data  which  SBICs 
report  by  conducting  periodic  examinations  of  them.  The  Investment  Division 
assumed  responsibility  for  this  function  on  October  1,1992,  when  the  Equity 
Enhancement  Act  of  1 992  transferred  it  from  the  Office  of  Inspector  General. 

The  Small  Business  Investment  Act  of  1 958  requires  that  SBICs  be  examined 

every  two  years.  An  effective  SBIC  examination  is  critical  in  verifying  the  data 

submitted  by  a  licensee  and  in  our  efforts  to  minimize  losses.  As  shown  in  the 

table  below,  there  has  been  steady  improvement  in  the  frequency  of  SBIC 

examinations  since  the  Investment  Division  assumed  this  responsibility  in  1 992. 

Examinations  Number  of       Examination  Cycle 

Fiscal  Year  Conducted  Licenses  (in  months) 


1992  (IG) 

121 

322 

32 

1993  (ID) 

183 

280 

19 

1994  (ID) 

220 

262 

14 

1995  (ID) 

237 

277 

14 

It  should  be  noted  that  even  though  the  average  examination  cycle  currently  is  1 4 
months,  in  our  effort  to  minimize  losses  we  examine  licensees  utilizing  SBA 
leverage  on  a  1 2-month  cycle,  twice  as  often  as  the  statute  requires.   Non- 
leveraged  SBICs,  such  as  most  bank  affiliates,  are  examined  on  the  24-month 
cycle  required  by  statute. 
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An  Effective  Organization  for  Managing  Oversight 

Finally,  we  have  concentrated  on  refining  our  management  systems  to  insure 
proper  oversight  of  the  SBIC  program  with  existing  staff  resources.  The  key  to  this 
is  the  Division's  financial  analysts  who  are  responsible  for  knowing  their  assigned 
SBICs  intimately.  They  are  responsible  for  monitoring  its  financial  condition, 
evaluating  any  requests  for  additional  leverage  or  regulatory  approvals,  and  insuring 
that  the  licensee  is  in  compliance  with  SBA  regulations. 

Since  it  is  from  the  extension  of  leverage  that  SBA's  losses  occur,  formal 
procedures  have  been  established  for  approving  SBIC  leverage  requests.  While  this 
had  been  largely  automatic  in  the  past,  the  amount  of  SBA  leverage  granted  and 
the  amount  of  other  debt  permitted  is  now  dependent  upon  the  financial  condition 
of  an  SBIC.  Requests  for  leverage  must  be  accompanied  by  a  financial  statement 
for  a  period  ending  not  more  than  30  days  prior  to  the  application  date,  and 
licensees  with  an  impairment  ratio  exceeding  35%  generally  will  not  be  considered 
for  leverage.    Under  the  current  procedure,  the  analyst  prepares  a  detailed  credit 
analysis  and  presents  it  to  the  Credit  Review  Committee,  comprised  of  Investment 
Division  senior  managers,  which  makes  its  determination  of  whether  the  credit 
should  be  granted.  The  Committee's  recommendation  must  then  be  approved  by 
the  Associate  Administrator  for  Investment  before  disbursement.  As  a  result,  credit 
extension  has  been  more  deliberate  than  it  was  before  the  1 992  reform  legislation, 
with  3:1  debt  to  equity  ratios  seldom  being  granted  now. 
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Also,  to  further  reduce  the  risk  of  loss,  new  rules  have  also  been  adopted  to  ■ 
restrict  the  amount  to  which  SBA  is  subordinated  and  to  require  SBA's  prior 
approval  for  significant  amounts  of  secured  debt.  More  than  85%  of  the  leverage 
issued  since  April  1 994  has  gone  to  the  new  licensees  plus  four  of  the  older  SBICs 
that  would  have  qualified  for  licensing  under  the  new  criteria. 

Another  improvement  relates  to  the  watch  list  committee.    At  such  time  as 
the  watch  list  committee  determines  that  permanent  impairment  in  excess  of  50% 
(75%  in  the  case  of  SSBICs)  or  some  other  actionable  violation  of  the  regulations 
exists,  a  pre-liquidation  meeting  is  held.  It  is  chaired  by  the  Associate  Administrator 
for  Investment  and  includes  key  Division  personnel  as  well  as  one  or  more 
representatives  of  the  Office  of  General  Counsel.  The  transfer  of  a  licensee  to  the 
Office  of  Liquidation  occurs  at  this  meeting  if,  after  careful  review  of  the 
circumstances,  such  action  is  warranted. 

In  its  efforts  to  mitigate  losses,  the  Office  of  Liquidation  has  become 
increasingly  proactive  in  reviewing  and  reconstructing  accounting  records  and 
pursuing  officers,  directors,  accountants  and  controlling  persons  for  their  breach  of 
duty  or  misdeeds  regarding  SBICs.    In  several  instances,  SBA  has  now  received  a 
greater  recovery  from  pursuing  these  misdeeds  than  from  the  liquidation  of  the 
failed  SBICs  "portfolio". 

The  Office  of  Liquidation  has  developed  a  database  for  all  assets  in 
liquidation  status  which  enables  better  monitoring  of  the  liquidation  process  and 
enhances  marketing.    This  database,  along  with  a  questionnaire  (to  establish 
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qualified  buyers  and  address  SEC  concerns),  enables  the  SBA  to  respond  to 
inquiries,  connect  potential  buyers  with  available  assets,  and  implement  limited 
marketing  efforts.    The  Office  also  is  currently  in  the  process  of  procuring 
additional  assistance  from  outside  contractors  to  provide  litigation  support  and 
assist  in  the  management  and  valuation  of  SBIC-acquired  assets. 

During  FY  1995,  only  4  SBICs  and  2  SSBICs  were  transferred  to  Liquidation 
representing  outstanding  leverage  of  $8.5  million  and  $2.0  million,  respectively. 
That  represents  a  sharp  reduction  from  previous  years'  experience  and  a 
continuation  of  the  positive  trend  of  recent  years.    As  recently  as  FY  1991,  the 
number  of  SBICs  and  SSBICs  transferred  to  liquidation  were  22  and  9  respectively 
for  a  total  outstanding  leverage  of  $137  million. 

To  further  improve  SBIC  program  oversight,  a  private  consulting  organization 
was  retained  to  analyze  the  Investment  Division's  organization  and  procedures.  It 
has  spent  the  last  two  months  on  the  effort  and  should  deliver  its  report  shortly. 

AVAILABLE  FUNDING  VS.  INDUSTRY  NEEDS 

Although  SBA's  FY  1996  budget  has  not  yet  been  finalized,  the  Congress 
has  approved  program  levels  of  $270  million  for  participating  securities,  $111 
million  for  debentures,  and  no  subsidized  SSBIC  funding  for  FY  1 996.  It  would 
therefore  appear  prudent  to  plan  FY  1996  leverage  activities  assuming  funding  at 
these  levels. 
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For  participating  securities,  if  one  assumes  two  tiers  of  leverage  drawn  down 
evenly  over  four  years  and  appropriations  at  a  constant  current  services  level,  the 
expected  funding  level  will  accommodate  all  current  licensees  for  the  next  five 
years  and  allow  us  to  issue  new  licenses  at  the  rate  of  approximately  $100  million 
annually  over  that  period.   That  translates  to  about  7  new  licensees  capitalized  at 
$15  million  each  year.  While  this  funding  level  is  significantly  below  current 
demand,  it  should  be  sufficient  to  at  least  eliminate  a  need  to  restrict  participating 
securities  funding  in  the  near  future. 

For  debentures,  at  a  funding  level  27%  below  the  Administration's  request, 
there  may  be  substantial  shortfalls.  Because  of  this  situation,  we  are  now  looking 
into  the  possibility  of  imposing  a  moratorium  on  licenses  for  SBICs  or  SSBICs 
intending  to  use  debenture  leverage. 

Funding  uncertainties  have  created  questions  in  the  industry  as  to  the  long- 
term  stability  of  the  program.  These  uncertainties  have  increased  the  difficulties 
which  potential  SBIC  managements  face  in  raising  capital,  including  those  based  on 
participating  securities.  This  is  a  weakness  of  the  current  program,  and  we  would 
like  to  work  with  this  Committee,  the  House  Small  Business  Committee,  and  your 
staffs  to  find  a  legislative  solution  to  reduce  the  cost  of  this  program  to  the 
taxpayers. 
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REINVENTION  COUNCIL  RECOMMENDATIONS 

During  1995,  the  SBIC  Reinvention  Council  reviewed  the  public  policy 
purposes  of  the  program  and  its  current  status.    The  Council's  recommendations 
were  set  forth  in  a  report  dated  June  23,  1 995,  copies  of  which  have  been 
previously  circulated  to  you. 

As  Patricia  M.  Cloherty,  the  Council's  chairman,  testified  in  the  committee's 
July  13  hearing,  the  Council  explored,  but  did  not  embrace,  total  immediate 
privatization  of  the  program.    It  adopted  instead  a  more  gradual  approach  of 
retaining  the  program  within  SBA  at  this  time  in  order  to  gain  additional  experience 
with  the  program  and  develop  a  demonstrated  record  with  the  new  licensing  and 
regulatory  initiatives.    HopefuWy,  the  program-carTbecome  self-financing,  which  will 
facilitate  privatizing  it  later.   Toward  this  end,  the  Council  made  numerous 
recommendations  designed  to  eliminate  all  federal  costs.   The  Administration  is 
considering  these  recommendations  regarding  the  cost  and  structure  of  the 
program  in  connection  with  the  FY  1997  budget  process.  These  include: 

1.  Increase  user  fees:  an  increase  in  user  fees  from  2%  to  3%  and 
eliminating  the  1  %  commitment  fee  plus  an  add-on  to  interest  sufficient  to 
reduce  the  subsidy  rates  to  essentially  zero  levels. 

2.  Increase  fees  charged  for  examinations:  in  the  proposed  new  regulations, 
on  which  I  testified  earlier,  examination  fees  are  to  be  increased  sufficiently 
to  cover  the  Agency's  estimated  costs  of  examination. 
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3.  Change  from  guaranteed  to  direct  funding:  the  65  to  75  basis  point 
differential  that  the  public  markets  command  over  the  1 0-year  Treasury  rate 
could  be  used  to  bring  down  the  subsidy  rate. 

4.  Improve  administration  of  the  program:  to  be  certain  all  reasonable 
alternatives  for  program  administration  were  considered,  the  Council 
appointed  a  Working  Group  to  study  and  make  recommendations. 


The  Reinvention  Council  Working  Group  is  also  presently  studying  various 
alternatives  for  improving  administration  of  the  program.    Its  efforts  have  been 
supplemented  by  a  private  consulting  group  which  has  nearly  completed  a  business 
process  re-engineering  study  of  SBA's  Investment  Division.   When  the  final  report 
from  this  study  is  issued,  the  Working  Group  will  prepare  its  recommendations  for 
consideration  by  the  SBIC  Reinvention  Council.    We  expect  this  effort  to  be 
completed  early  next  year. 

CONCLUSION 

In  conclusion,  it  is  clear  that  following  the  enactment  of  the  1992  SBIC 
reform  legislation,  SBA  has  taken  important  steps  to  improve  its  administration  of 
the  SBIC  program  and  to  minimize  potential  future  losses  from  the  program.  It  has 
significantly  improved  its  oversight  of  the  SBIC  licensees  through  improved 
valuation  policies  and  automation  of  reporting  to  provide  early  warnings  of 
developing  problems;  it  has  organized  its  Investment  Division  to  insure  close, 
informed  supervision  of  all  licensees  and  an  immediate,  effective  response  to  those 
problems;  and  it  is  committing  significant  resources  to  the  liquidation  function  itself 
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to  maximize  recoveries  when  SBICs  have  failed.  In  view  of  these  actions  as  well  as 
the  fact  that  the  weaker  licensees  have  generally  exited  the  program,  resulting  in 
the  existing  liquidation  cases  for  which  reserves  have  been  provided,  many  of  the 
historical  causes  of  program  losses  have  been  corrected. 

As  you  know,  when  the  new  participating  securities  legislation  was  enacted 
in  1992,  there  were  many  questions  regarding  how  many  years  it  would  be  after 
leverage  was  issued  that  the  SBA  could  begin  to  look  forward  to  profitability  from 
these  new  types  of  SBICs. 

Our  first  participating  securities  funding  was  in  November  of  1 994,  and  we 
are  now  pleased  to  be  able  to  tell  you  that  one  of  our  new  licensees  has  realized  a 
significant  capital  gain  and  expects  to  make  its  prioritized  payments  and  first 
distributions  of  profit  participation  to  SBA  soon. 

While  we  still  do  not  believe  that  the  bulk  of  profit  distributions  will  start  to 
take  place  until  1 998,  we  feel  that  the  performance  of  this  SBIC  is  an  indicator  of 
the  high  quality  of  management  that  has  been  admitted  into  the  program  during  the 
past  two  years. 

This  completes  my  testimony.  I  would  be  pleased  to  answer  any  questions 
you  may  have. 
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Chairman  Bond.  Thank  you  very  much,  Ms.  Forbes.  Under  the 
debenture  SBIC  program  are  SBICs  required  to  amortize  principle 
payments  or  maintain  some  kind  of  sinking  fund  to  retire  the  guar- 
anteed debenture  at  maturity? 

Ms.  Forbes.  I  am  going  to  defer  that  to  Mr.  Christensen  who 
knows  those  details. 

Mr.  Christensen.  There  is  not  a  requirement  for  a  sinking  fund 
or  any  other  sort  of  amortization.  The  program,  at  least  as  long  ago 
as  I  remember  it,  has  used  financing  which  involved  a  term  loan 
with  no  amortization.  In  other  words,  that  you  borrow  the  money 
under  the  SBIC  program  that  existed  at  that  point  in  time.  It  had 
a  maturity  date  and  at  the  maturity  date  it  was  your  obligation  ei- 
ther to  repay  it  or  to  find  some  other  source  of  financing.  The  tradi- 
tion in  the  industry  has  been  that  SBA  is  that  other  source  of  fi- 
nancing. So  historically,  operators  of  SBICs  and  that  is  what  I  was 
for  30  years,  would  look  to  the  SBA  to  help  refinance  it.  We  did 
not  make  preparations  for  outside  funding. 

Chairman  Bond.  If  you  do  not  have  a  sinking  fund  or  you  do  not 
amortize  it  and  the  SBA  is  the  lender  of  last  resort,  you  essentially 
have  a  limitless  loan,  an  unlimited  time  loan  because  when  you  get 
to  the  end  of  that  time,  if  you  cannot  pay  it  back  and  there  is  no- 
body else  to  lend  it,  does  SBA  ever  come  in  and  make  you  liquidate 
an  SBIC  portfolio  investment?  Have  they  ever  done  that? 

Mr.  Christensen.  Yes,  they  have  done  that.  That  would  depend 
on  the  quality  of  the  SBIC  itself.  What  I  was  describing  was  a  gen- 
eral experience  within  industry.  But  where  we  see  an  SBIC  in  dif- 
ficulty and  it  has  a  maturing  debenture,  we  do  not  roll  it  over  and 
we  would  either  put  it  on  a  demand  basis  if  we  felt  the  situation 
could  be  fixed  or  we  would  put  it  in  liquidation,  so  that  the  Govern- 
ment can  recover  on  its  investment. 

Chairman  BOND.  But  if  they  are  in  trouble  essentially  the  only 
ones  you  are  shutting  down  are  the  ones  that  you  are  probably  not 
going  to  be  able  to  recover  the  amount  of  the  initial  loan. 

Mr.  Christensen.  The  experience  in  liquidation  has  varied 
greatly.  But  the  general  sort  of  rule  of  thumb  is  something  like  a 
50  percent  recovery  on  the  situations  that  have  been  put  in  liquida- 
tion. Now  I  can  point  out  that  that  is  based  on  the  entire  program 
from  its  inception  rather  than  the  current  set  of  licensees.  None  of 
the  new  licensees  have  gone  to  liquidation  or  have  evidenced  seri- 
ous problems. 

Chairman  Bond.  Are  there  any  restrictions,  Ms.  Forbes  or  Mr. 
Christensen,  on  the  ability  of  a  SBIC  to  make  distribution  to  its 
owners  while  the  guaranteed  debt  is  outstanding? 

Mr.  Christensen.  For  debenture-oriented  SBICs  there  is  a  re- 
striction and  the  restriction  basically  is  that  they  can  distribute 
their  realized  earnings  and  they  can  distribute  not  more  than  2 
percent  of  their  capital  in  any  1  year.  We  had  examined  the  possi- 
bility of  tying  that  distribution  into  our  ownership  of  those  debt  se- 
curities of  the  SBIC  and  when  we  promulgated  the  new  regulations 
we  decided  that  was  unmanageable  and  did  not  achieve  enough  to 
make  it  worth  it.  In  participating  securities,  their  distributions  are 
tied  to  distributions  to  the  SBA,  so  that  is  a  different  situation. 

Chairman  Bond.  I  understand  that,  but  do  you  ever  run  into  a 
situation  where  you  have  guaranteed  debts  where  you  lined  up  and 
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not  being  able  to  recover  on  them  but  the  distributions  to  the  own- 
ers have  allowed  them  to  take  out  substantial  amounts  of  money? 

Mr.  Christensen.  It  is  extremely  unlikely  because  they  can  pay 
out  earnings.  If  they  are  making  earnings,  it  is  unlikely  that  they 
are  going  to  be  in  trouble.  If  they  are  paying  out  capital,  that  is 
limited  to  2  percent  of  capital,  so  after  a  5-year  period  they  could 
still  only  pay  out  10  percent  of  their  capital.  So  it  has  not  been  a 
problem. 

Chairman  Bond.  What  is  the  status  of  the  SSBIC  3  percent  pre- 
ferred stock  repurchase  program  and  have  you  approved  a  new  le- 
verage of  SSBICs  to  take  advantage  of  that? 

Mr.  Christensen.  The  SSBIC  3  percent  stock  repurchase  pro- 
gram was  authorized  by  Congress  in  1989.  It  was  not  until  1993 
that  the  SBA  did  a  pilot  on  it.  The  pilot  determined  how  to  struc- 
ture it,  what  safeguards  were  needed,  and  what  appropriate  dis- 
count rate  should  be  addressed.  In  April  1994,  the  full  program 
was  launched  and  it  is  continuing  to  operate  at  the  present  time. 
The  concept  of  the  program  was  to  enhance  the  health  of  troubled 
SSBICs  by  giving  them  a  discount  in  terms  of  their  capital.  That 
basically  adds  to  their  capital  when  we  take  out  our  preferred  secu- 
rities. 

Chairman  Bond.  As  I  said,  it  is  the  35  percent  repurchase  rate, 
if  they  have  gotten  a  dollar  from  the  SBA,  they  can  come  back  to 
the  SBA  and  for  35  cents  purchase  their  paper  back  from  the  SBA; 
is  that  correct? 

Mr.  Christensen.  That  is  correct. 

Senator  Bumpers.  Say  that  question  again. 

Chairman  Bond.  Under  this  repurchase  program  of  which  I 
frankly  was  not  aware,  if  they  had  gotten  a  dollar  from  SBA  under 
this  preferred  stock  repurchase  program,  they  can  come  back  with 
35  cents  and  wipe  out  that  dollar  debt. 

Mr.  Christensen.  But  it  is  not  debt. 

Chairman  Bond.  I  mean  wipe  out  that  preferred  stock. 

Mr.  Christensen.  Right.  But  it  is  a  very  unusual  preferring 
stock  and  it  was  very  generous  of  Congress  to  authorize  it  in  the 
beginning.  It  is  a  preferring  stock.  It  has  no  requirement  to  be  re- 
paid under  any  sort  of  circumstances.  It  is  evergreen.  It  is  forever 
out  there.  In  addition,  there  is  no  requirement  to  make  equivalent 
of  interest,  dividend  payments  on  it.  The  only  time  would  be  if  the 
SSBIC  wanted  to  make  dividend  payments  to  its  own  people. 

So  when  we  were  instructed  basically  by  Congress  to  undertake 
a  3  percent  repurchase  program,  one  of  the  big  issues  was  how  do 
you  price  it  and  that  was  one  of  the  reasons  we  had  the  pilot.  We 
first  brought  in  consultants  who  gave  us  a  couple  of  different  com- 
plicated formulas.  We  then  attempted  to  use  those  formulas  in  ac- 
tive practice  to  attend  SSBICs.  The  end  result  was  we  came  up 
with  35  percent  which  was  a  market  rate,  if  you  will. 

I  think  if  you  went  to  Wall  Street  and  asked  them  what  they 
would  pay  in  terms  of  a  security  such  as  a  3  percent  preferred,  it 
is  unlikely  that  it  would  even  be  35  cents  on  a  dollar. 

Chairman  Bond.  So  this  has  been  essentially  a  grant  program 
and  you  are  hoping  to  get  35  cents  back  on  the  dollar;  is  that  fair? 

Mr.  Christensen.  Yes,  it  could  be  characterized  that  way. 

Chairman  Bond.  Senator  Bumpers. 
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Senator  Bumpers.  Patty,  you  say  historically  the  SSBICs  have 
principally  used  SBA  guaranteed  debentures  or  preferred  stock 
where  the  cost  has  been  subsidized  by  the  Government.  However, 
many  have  supplemented  this  by  issuing  regular,  unsubsidized  de- 
bentures as  well.  You  say  it  is  SBA's  position  that  unsubsidized  de- 
bentures must  be  used  for  the  refunding  of  maturing  subsidized  de- 
bentures. So  you  only  give  them  one  bite  out  of  the  apple. 

Ms.  Forbes.  That's  correct. 

Senator  Bumpers.  They  have  to  pay  that  back  from  unsubsidized 
funds  when  it  matures;  is  that  correct? 

Ms.  Forbes.  We  do  not  require  that  they  pay  it  back  from 
unsubsidized  funds,  but  they  cannot  get  another  round  of  sub- 
sidized leverage.  In  order  to  get  the  rollover — 

Senator  Bumpers.  Until  they  pay  the  first  one  off? 

Ms.  Forbes.  That  is  correct.  No,  even  then,  they  cannot  get  a 
rollover.  The  interpretation  of  the  statute  by  our  office  of  general 
counsel  is  they  get  one  round  of  subsidized  debenture. 

Senator  Bumpers.  Is  that  it,  for  all  time,  of  subsidized  deben- 
tures? 

Ms.  Forbes.  Yes. 

Senator  Bumpers.  Let  me  ask  you.  another  question.  On  either 
SBICs  or  SSBICs  do  you  have  any  rules  or  regulations  limiting  sal- 
aries of  any  of  the  officers? 

Ms.  Forbes.  The  management  expenses  are  limited.  That  is  the 
2  percent  limitation.  But  on  individual  salaries — we  do  not  have  a 
listing  of  what  the  individual  salaries  would  be.  There  is  a  regula- 
tion that  limits  their  overall  management  expenses. 

Senator  Bumpers.  I  compliment  you  on  being  much  more  aggres- 
sive in  your  examinations  of  these.  I  notice  you  say  you  are  exam- 
ining them  every  14  months  now  as  compared  to  maybe  32  months 
previously. 

Ms.  Forbes.  That  is  correct. 

Senator  Bumpers.  That  is  certainly  a  step  in  the  right  direction. 
But  I  guess  my  question  should  be  asked  this  way.  If  you  examine 
either  of  these  types  of  corporations,  and  you  find  that  they  are 
headed  south,  their  financial  condition  is  headed  south,  at  that 
point  what  would  you  do?  For  example,  if  you  found  in  an  audit 
or  an  examination  that  they  were  getting  in  financial  difficulties 
and  one  of  the  reasons  might  be  because  salaries  were  too  high, 
would  you  at  that  point  have  any  authority  to  meddle  in  their  busi- 
ness to  the  extent  of  saying,  salaries  are  too  high? 

Mr.  Christensen.  Under  the  regulations  there  is  a  limitation  on 
what  the  compensation  can  be,  but  it  is  embedded  in  the  manage- 
ment fees.  We  found  that  to  try  and  deal  with  salaries,  per  se,  was 
pretty  futile  because  our  venture  capitalists  are  very  creative  at 
finding  other  ways  of  compensating  themselves  if  they  think  that 
is  in  their  best  interest.  So  basically  what  we  have  done  is  to  set 
a  limit  on  how  much  that  they  can  use  for  management,  which 
would  be  broadly  defined. 

When  we  find  a  company  that  is  in  trouble,  we  would  obviously 
check  to  see  if  they  are  operating  within  the  limitations  that  have 
been  set  up.  If  they  were  not,  that  then  becomes  a  violation  of  reg- 
ulations and  we  have  the  ability  to  force  them  to  do  it. 


124 

Senator  Bumpers.  Patty,  you  said  that  today  there  are  185 
SBICs  and  89  SSBICs.  How  does  that  compare  with,  say  a  couple 
of  years  ago? 

Ms.  Forbes.  There  were  many  more.  I  do  not  have  the  exact 
numbers,  but  there  were  many  more  before  the  1992  act.  As  you 
know,  we  have  had  liquidations  of  the  ones  that  were  problematic, 
and  the  program  overall  is  much  healthier  than  it  was  prior  to  that 
1992  legislative  change  and  the  1994  regulatory  implementation  of 
the  new  act. 

Senator  Bumpers.  How  many  do  you  have  on  your  watch  list 
that  you  are  worried  about? 

Mr.  Christensen.  We  have  just  over  20.  The  watch  list  is  ad- 
justed depending  on  what  the  situation  is.  But  there  are  about  half 
SBICs  and  half  SSBICs. 

Senator  Bumpers.  Of  the  20? 

Ms.  Forbes.  Yes. 

Senator  Bumpers.  Are  you  saying  20  in  both  categories? 

Ms.  Forbes.  No,  20  total. 

Mr.  Christensen.  No,  altogether. 

Senator  Bumpers.  That  is  what  I  am  saying,  SBICs  and  SSBICs 
you  have  about  20? 

Mr.  Christensen.  Correct. 

Ms.  Forbes.  Correct. 

Chairman  Bond.  How  many  of  each? 

Ms.  Forbes.  About  half. 

Senator  Bumpers.  About  10  of  each? 

Ms.  Forbes.  It  is  50/50. 

Mr.  Christensen.  Right. 

Senator  Bumpers.  Do  you  interpret  the  report  language  of  the 
State,  Justice,  Commerce  bill  the  same  way  I  do? 

Ms.  Forbes.  We  do  not  interpret  it.  We  did  send  a  letter  up  on 
Friday  that  interprets  it  a  bit  more  narrowly.  It  is  not  enacted  yet, 
so  we  will  get  an  official  opinion  from  our  general  counsel's  office 
at  that  time.  I  imagine  that  we  will  have  to  check  on  that  pretty 
carefully.  If  it  does  apply  to  all  the  programs  under  the  act,  that 
involves  Commerce,  that  involves  the  Department  of  Justice.  That 
could  be  a  very  broad  problem. 

Senator  Bumpers.  A  very  strict  reading  of  the  language  as  it  is 
now  would  mean,  for  SSBICs,  for  example,  you  could  not  expend 
any  money  to  continue  your  watch  on  those  10.  We  will  have  to  do 
something  about  that.  I  am  not  sure  how  we  are  going  to  address 
that,  Mr.  Chairman. 

Chairman  Bond.  Certainly,  I  cannot  imagine  that  the  intent  of 
the  drafters  on  that  committee  was  not  to  permit  administration  of 
outstanding  loans,  debentures,  preferred  participating  securities. 
But  not  having  been  involved  in  that,  my  assumption  is  that  they 
were  trying  to  say,  do  not  make  new  commitments  of  dollars.  But 
again,  I  have  not  had  a  part  in  the  drafting  of  that  nor  do  I  have 
a  copy  of  it. 

Senator  Bumpers.  Nor  was  I.  I  am  on  the  State,  Justice,  Com- 
merce Appropriations  and  on  the  Small  Business  Committee  and  I 
was  not  a  party  to  it.  As  a  matter  of  fact,  nobody  else  was.  Some- 
body just  threw  that — 

Chairman  Bond.  Always  interesting  how  those  things  happen. 
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Ms.  Forbes,  you  testified  that  some  of  the  losses  under  the  SBIC 
program  are  inevitable.  If  SB  A  took  a  share  in  profits  from  all  suc- 
cessful SBICs  do  you  think  it  would  be  possible  to  develop  a 
scheme  where  the  total  SBIC  program  could  avoid  a  net  loss?  In 
other  words,  could  it  be  funded  by  equity  returns  from  all  of  the 
successful  programs? 

Ms.  Forbes.  Right  now  under  the  credit  reform  subsidy  calcula- 
tions, those  calculations  are  based  on  assumptions  of  profit  returns 
for  the  participating.  The  reason  that  the  debenture  funding  is 
higher  is  because  of  the  assumption — because  there  is  no  profit 
participation.  But  each  tranche,  each  year  is  scored  separately  and 
each  one  is  supposed  to  account  for  the  losses  that  might  relate  to 
investments  made  that  year  by  SBA  in  the  SBIC  or  the  SSBIC.  So 
there  is  no  loss  that  is  not  already  covered  by  a  subsidy  appropria- 
tion. 

Chairman  Bond.  What  I  am  saying  is  that  we  are  trying  to  find 
a  way  to  expand — 

Ms.  Forbes.  Get  to  zero. 

Chairman  Bond  [continuing].  Expand  the  availability  of  money 
through  SBICs.  Given  the  fact,  the  budget  realities,  whether  this 
number  holds  in  the  Commerce,  State,  Justice — and  I  have  not 
heard  whether  there  will  be  any  increased  funds — what  the  future 
level  of  funding  will  be.  Obviously,  if  we  can  find  a  responsible  way 
to  lower  the  credit  subsidy  we  will  be  able  to  make  more  money 
available  generally  through  the  entire  program.  My  question  was 
a  back  door  way  of  saying,  is  there  a  means  that  you  feel  is  work- 
able by  which  we  could  lessen  the  credit  subsidy  by  taking  some 
kind  of  success  fee  from  the  debenture  SBICs  as  well  as  having  the 
equity  return  on  the  participating  equity  SBICs? 

Ms.  Forbes.  We  have  not  considered  that  particular  option.  We 
certainly  will  consider  it.  We  are  considering  the  recommendations 
of  the  Reinvention  Council  which  put  forth  fee  recommendations 
and  other  ways  to  reduce  the  subsidy  cost.  So  we  would  be  happy 
to  respond  for  the  record  on  that,  but  I  am  not — we  are  in  a  dif- 
ficult position  vis-a-vis  OMB.  We  are  not  allowed  to  give  definitive 
answers  on  credit  subsidy  with  respect  to  the  1997 — they  would 
consider  this  a  1997  budget  issue. 

Chairman  Bond.  I  think  anybody  who  gives  a  definitive  answer 
on  a  credit  subsidy  issue  probably  is  skating  on  thin  ice  anyhow. 
I  have  tried  to  figure  that  out,  and  I  am  sure  there  are  brighter 
minds  than  mine  who  are  examining  that  question.  But  as  one  of 
our  previous  witnesses  said,  I  do  not  believe  it  is  an  exact  science 
under  any  set  of  circumstances. 

The  SBA's  position  that  unsubsidized  debentures  may  be  used  for 
refunding  maturing  subsidized  debentures.  You  can  use  unsub- 
sidized debentures  for  refunding  maturing  subsidized  debentures  of 
the  SBIC? 

Ms.  Forbes.  Correct. 

Chairman  Bond.  How  long  has  that  been  in  effect? 

Ms.  Forbes.  That  was  in  our  letter  that  we  sent  up  on  Friday. 
It  has  been  in  effect  since  1990.  There  were  nine  times  out  of  23 
fundings  since  that  time  that  that  has  occurred  and  it  accounted 
for  about  $10  million  of  the  $83.5  million  that  was  raised  through 
those  23  fundings. 
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Chairman  Bond.  Are  you  looking  for  the  better  performing  ones? 
Are  these  unsubsidized  debentures,  do  you  view  them  as  being  safe 
investments,  or  are  these  ones  where  you  are  trying  to  keep  a  trou- 
bled SBIC  alive? 

Ms.  Forbes.  We  view  them  as  safe  investments.  Do  you  want  to 
comment  more? 

Mr.  Christensen.  Let  me  emphasize  the  fact  that  we  would  not 
make  an  investment  to  keep  a  troubled  SBIC  alive;  an  SBIC  or  an 
SSBIC.  These  were  at  the  request  of  the  licensee.  They  came  in, 
they  said  they  wanted  X  dollars  of  unsubsidized  debentures  in  the 
next  funding.  We  would  then  go  through  a  credit  analysis.  First  we 
would  check  to  whether  they  are  in  regulatory  compliance,  and  we 
then  undertake  a  credit  analysis  to  make  sure  that  it  is  a  reason- 
able investment  on  the  SBA's  part  to  put  more  money  into  it  in  de- 
bentures. This  would  include  an  estimate  of  their  ability  to  service 
this. 

The  debentures  are  not  that  much  different.  It  is  just  that  in  a 
case  of  subsidized,  we  pay  some  of  the  carrying  costs,  the  interest 
that  they  have.  With  unsubsidized,  they  need  to  have  more  profits, 
more  revenues  to  be  able  to  cover  them. 

Chairman  Bond.  Does  the  SBIC  debenture  subsidy  rate  reflect 
the  blended  loss  rate  of  SSBICs  with  unsubsidized  debentures? 

Ms.  Forbes.  It  is  my  understanding  that  it  does. 

Chairman  Bond.  So  there  is  no  separation  of  that  in  the  subsidy? 

Ms.  Forbes.  No. 

Mr.  Christensen.  Let  me  make  sure  that  you  say  that  correctly. 
The  subsidy  rate  for  unsubsidized  debentures,  irrespective  of  who 
gets  them,  is  14.8  percent  at  the  present  time.  SSBICs  that  utilize 
subsidized  debentures  or  the  direct  preferred  stock,  you  are  looking 
at  subsidy  rates  of  30  percent  or  more.  But  in  terms  of  deben- 
tures— 

Chairman  Bond.  In  that  14  percent  you  could  have  SBICs  and 
SSBICs  with  unsubsidized  debentures  and  there  is  no  differentia- 
tion? 

Ms.  Forbes.  That  is  right. 

Chairman  Bond.  As  a  practical  matter,  is  there  a  difference  in 
the  loss  experience  between  those — 

Mr.  Christensen.  No,  in  fact  the  exact  same  loss  experience  is 
used  in  scoring  them. 

Chairman  Bond.  Outside  the  scoring,  as  a  practical  matter  is  the 
repayment  the  same  on  the  unsubsidized  debenture  whether  it  is 
an  SBIC  or  SSBIC? 

Mr.  Christensen.  That  is  correct,  there  is  no  distinction  made 
as  to  the  character  of  the  licensee. 

Chairman  Bond.  No,  I  do  not  mean  the  distinction.  But  what  is 
your  practical  experience? 

Mr.  Christensen.  In  practical  recovery,  the  loss  experience  is 
about  the  same,  as  best  I  know,  which  led  to  the  same  scoring  in 
terms  of  loss  experience. 

Chairman  Bond.  If  you  would  check  that.  I  guess  that  is  the 
question  I  was  getting  at.  If  it  has  the  same  impact,  then  it  ought 
to  have  the  same  scoring.  If  you  would  confirm  that,  then  maybe 
I  can  understand — 
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Mr.  Christensen.  Unfortunately,  that  scoring  does  not  reflect 
the  last  couple  of  years  of  new  licensees  that  we  have  brought  in. 

Chairman  BOND.  So  these  days  when  we  are  finding  more  money 
by  rescoring,  you  are  saying  we  ought  to  go  out  and  rescore  the 
subsidy  rate?  As  soon  as  the  CBO  finishes — they  just  gave  us  $135 
billion,  so  who  knows,  maybe  they  will  score  us — 

Senator  Bumpers.  Mr.  Chairman,  in  that  connection,  I  was  going 
to  ask  a  question.  I  think  you  may  have  asked  the  question  a 
slightly  different  way.  Has  the  subsidy  rate  been  rescored  by  OMB 
since  the  new  bankruptcy  law  was  passed? 

Ms.  Forbes.  Yes,  it  is  scored  annually.  It  is  part  of  our  annual — 

Senator  Bumpers.  So  they  have  now  taken  that  into  consider- 
ation? 

Ms.  Forbes.  Yes.  But  again,  they  take  it  into  consideration  but 
there  is  not  an  actual  track  record  yet.  So  once  we  have  the  actual 
track  record  it  will  be  even  easier  to  show  the  success. 

Senator  Bumpers.  Did  they  give  us  any  credit  for  that,  or  do  you 
know,  in  their  scoring? 

Ms.  Forbes.  I  cannot  say. 

Mr.  Christensen.  Not  significantly.  The  scoring  in  1994  was 
16.3,  in  1995  it  was  14.7,  this  year  they  are  projecting  14.8  as  a 
scoring  for  the  debenture  program.  So  it  has  come  down  a  little  bit, 
but  in  our  judgment  it  does  not  yet  reflect  the  quality  of  manage- 
ment that  we  have  in  the  new  licensees. 

Senator  Bumpers.  To  make  sure  we  are  all  on  the  same  wave- 
length, John  Ball  tells  me  that  OMB  gave  us  $50  million  in  credit 
for  a  3-year  period  as  a  result  of  the  bankruptcy  law.  Is  that  right, 
John? 

Mr.  Ball.  That  is  the  way  it  was  scored. 

Senator  Bumpers.  That  was  the  way  it  was  scored.  That  is  an 
awfully  big  scoring  item  it  seems  to  me. 

Mr.  Christensen.  It  did  not  seem  to  change  the  percentages  that 
much.  I  have  to  tell  you,  I  am  new  in  this  position.  It  is  just  3 
months  that  I  have  been  in  it.  I  had  not  served  in  the  Government 
before,  so  this  is  very  much  a  learning  experience  for  me.  I  should 
have  the  answer  to  that,  but  I  do  not. 

Chairman  Bond.  Obviously,  at  least  from  my  standpoint,  there 
is  a  lot  more  I  need  to  learn  about  this  and  we  will  look  forward 
to  learning  with  you. 

Senator  any  further  comments,  questions? 

Senator  Bumpers.  No  further  questions. 

Chairman  Bond.  We  will  keep  the  record  open.  We  look  forward 
to  working  with  you  on  this.  I  think  that  regardless  of  what  hap- 
pens in  the  Commerce,  State,  Justice  bill,  we  do  need  to  work  on 
some  legislation  to  reflect  the  new  realities  and  the  opportunities 
in  the  SBIC  program.  We  are  very  much  encouraged  to  hear  about 
the  progress  to  date.  Certainly  the  job  creation  and  the  testimony 
we  have  had  here  today  suggests  that  this  would  warrant  our  at- 
tention. 

I  thank  you  very  much,  Ms.  Forbes  and  Mr.  Christensen.  The 
hearing  is  adjourned. 

[Whereupon,  at  11:14  a.m.,  the  committee  was  adjourned.] 
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PREPARED  STATEMENT  OF  SENATOR  CONRAD  BURNS 

COMMITTEE  ON  SMALL  BUSINESS 

DECEMBER  12,  1995 


Mr.  Chairman,  I  thank  you  for  holding  this  hearing  this  morning.  This  program  is 
important  and,  as  we  learned  in  the  last  hearing  just  a  few  months  ago,  these  SBICs  provide 
much  needed  capital  to  small  businesses  all  across  the  country.    These  are  fledgling  companies 
that,  if  it  weren't  for  the  capital  these  SBICs  provide,  may  not  have  a  chance  at  success. 

I've  said  this  before,  but  I'll  say  it  again.    With  98%  of  the  businesses  in  Montana 
considered  small  businesses,  any  program  that  encourages  growth  or  maintains  viability  should 
be  strengthened.  And  in  the  case  of  SBICs,  where  I  understand  the  default  rate  is  fairly  high,  we 
need  to  take  a  close  look  at  how  to  make  the  program  better. 

We  heard  earlier  from  companies  that  used  SBICs  to  raise  money  needed  for  operations 
or  expansions.  Today  we  will  hear  from  the  folks  who  provide  that  capital.  I  hope  they  come  to 
us  today  with  suggestions  and  solutions  for  how  to  reduce  the  default  rate  and  make  these  federal 
dollars  more  broadly  utilized. 

I  also  hope  that,  with  the  SBA  testifying  this  morning,  we  might  learn  whether  the  new 
standards  of  licensure  are  resulting  in  fewer  losses  than  the  old  standards.  Though  I  am  never 
one  to  fight  for  more  federal  government  oversight,  I'll  be  interested  to  hear  how  the  SBA  has 
addressed  some  of  the  problems  that  have  been  raised  -  in  original  approval  of  the  SBIC  or  in 
verifying  data  through  periodic  examinations. 

Mr.  Chairman,  I  realize  that  this  is  the  second  in  a  series  of  hearings  on  the  SBIC,  and  I 
applaud  your  dedication  to  making  this  program  as  successful  as  we  can.  Too  few  Committees 
in  Congress  take  the  initiative  to  closely  review  the  programs  under  their  jurisdiction. 

I  look  forward  to  hearing  from  our  witnesses  today  and  hope  the  Joint  Session  will  enable 
us  to  complete  the  hearing.  These  folks  deserve  our  attention  and  the  issue  at  hand  is  certainly  of 
vital  importance  to  small  businesses  in  Montana  and  around  the  nation.  Thank  you  Mr. 
Chairman. 


BOSTON  PUBLIC  LIBRARY 


130         3  9999  06351  786  4 


PREPARED  STATEMENT  OF  SENATOR  TOM  HARKIN 

COMMITTEE  ON  SMALL  BUSINESS 

DECEMBER  12,  1995 


Mr.  Chairman,  I  am  pleased  that  the  Committee  has  chosen  to  examine  the  Small 
Business  Investment  Company  (SBIC)  program.    Legislation  in  this  area  could  prove  to  be 
very  useful. 

The  SBIC  program  provides  a  crucial  niche  in  credit  availability,  namely,  venture 
capital.    Without  venture  capital,  the  ability  of  businesses  outside  of  the  norm,  often  the  most 
creative,  cannot  grow  and  prosper.   This  is  particularly  true  in  rural  areas,  such  as  in  my 
home  state  of  Iowa,  which  are  often  served  by  smaller  banks  that  are  limited  in  the  types  of 
loans  they  are  able  to  make  to  their  customers. 

The  SBIC  program  has  had  major  problems  in  the  past  causing  huge  losses  to 
American  taxpayers.   And,  I  believe,  some  problems  continue.   Numerous  mistakes  were 
made  in  the  1 980s  and  early  1 990s  because  of  insufficient  oversight  measures.   The  SBA  was 
being  penny  wise  and  pound  foolish.   Clearly,  any  Federal  program  needs  the  levels  of 
oversight  by  a  professional  staff  that  would  be  provided  in  the  private  sector.   A  proper 
selection  process  of  SBICs,  well  designed  regular  reports  from  them  and  a  SBA  staff  that  can 
spot  trouble  at  an  early  point  are  crucial.    Substantial  risk  capital  by  the  SBIC  operators  is 
also  an  important  element  in  avoiding  losses. 

A  great  deal  of  improvement  has  occurred  in  the  recent  years  in  terms  of  both  the  law 
passed  in  1 992  and  in  program  administration.   More  than  ever,  the  SBA  staff  is  a  quality, 
professional,  operation.   But,  further  improvements  in  the  program  are  needed.   This  hearing 
will  hopefully  provide  us  with  some  direction  in  reaching  this  goal. 

It  would  be  easy  to  point  to  the  high  loss  rates  suffered  in  the  past  or  to  likely  losses 
that  will  undoubtedly  occur  in  the  future  as  an  excuse  to  simply  cut  the  program.   That  would 
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be  a  mistake.    We  must  also  keep  our  eye  on  the  many  considerable  successes  the  program 
has  had  in  the  past  and  the  jobs  it  has  generated  that  would  never  have  occurred  without  the 
availability  of  venture  capital. 

I  am  very  concerned  about  the  language  that  was  placed  in  the  Fiscal  Year  1 996 
Commerce,  Justice,  State  Appropriations  conference  report  concerning  the  SSBICs.    Some 
might  interpret  the  language  as  suggesting  that  assistance  to  individual  SSBICs  should  be 
determined  without  regard  to  their  management  and  capital  strengths.   That  would  not  be 
appropriate.    SSBICs  serve  those  who  are  socially  or  economically  disadvantaged  and 
communities  that  have  many  hurdles  as  they  try  to  climb  the  ladder  of  success.   Over  the 
years,  SSBICs  have  invested  in  17,000  businesses  helping  to  create  and  maintain  190,000 
jobs. 

They  should  not  be  cut  off  as  a  group.   If  a  particular  SSBIC  or  a  particular  SBIC 
does  not  have  the  appropriate  resources,  either  in  capital  or  in  management,  then  the  SBA 
should  not  provide  added  assistance  which  would  likely  be  lost.   The  judgement  concerning 
the  purchase  of  SSBIC  preferred  securities,  or  for  SSBIC  debentures,  with  a  subsidized  rate, 
should  be  made  on  a  case-by-case  basis.   Given  the  basis  in  law  under  which  the  SSBICs 
were  established  and  their  important  purpose,  I  believe  it  is  appropriate  for  Congress  to 
provide  a  reasonable  level  of  funding  for  SSBICs. 

I  understand  that  the  Small  Business  Committee  is  likely  to  consider  SBIC  legislation 
early  next  year.    I  look  forward  to  working  with  the  members  of  the  Committee  in  moving 
that  legislation  forward  at  an  early  point. 
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PREPARED  STATEMENT  OF  SENATOR  JOHN  F.  KERRY 

COMMITTEE  ON  SMALL  BUSINESS 

DECEMBER  12,  1995 

The  Small  Business  Investment  Company  (SBIC)  program  is  crucial  to  the  growth  of 
small  business  and  our  economy.   The  biggest  problem  most  small  businesses  have  is  access 
to  capital.    SBICs  have  invested  $12  billion  in  over  75,000  small  business  and  have  helped  to 
create  over  1  million  jobs. 

In  the  recent  past,  while  many  large  corporations  all  over  America  have  been 
downsizing;  small  businesses  have  been  the  engine  of  growth  in  our  economy. 

The  SBIC  program  fills  a  niche  in  the  marketplace  by  giving  small  businesses  a 
chance  to  work  with  private  venture  capital  companies  which  previously  might  have 
overlooked  them.   The  venture  capital  companies  receive  subsidies  from  the  SBA  to  leverage 
their  investment  in  small  businesses. 

While  this  program  does  work  to  increase  investment  in  small  businesses,  there  losses 
from  some  SBICs.   That  is  why  we  passed  the  Small  Business  Equity  Enhancement  Act  of 
1992.   This  law,  the  effects  of  which  only  now  are  becoming  apparent,  increases  the  screening 
of  new  SBICs  for  quality  and  experience  of  management.    It  seeks  to  increase  the  amount  of 
private  capital  held  by  new  SBICs  because  larger  capital  bases  allow  for  a  greater  diversity  of 
investments  which,  in  turn,  reduce  the  risk  to  the  government  of  the  SBIC  portfolio.   The  law 
also  allows  new  SBICs  to  use  forms  of  leverage  which  bests  match  their  investment  programs. 


I  believe  these  changes  will  strengthen  the  SBIC  program  if  they  are  given  a  full  and 
complete  chance  to  work.   I  am  ready  to  work  with  any  Senator  who  has  constructive  ideas 
on  how  to  improve  this  program  further  and  limit  the  amount  of  money  lost  by  SBA. 
However,  I  believe  this  program  is  important  to  small  business  growth  in  our  nation  and 
should  not  be  dismembered  before  the  1992  amendments  are  given  an  ample  opportunity  to 
work.    Consequently,  I  will  not  support  any  legislation  which  seeks  to  dismantle  it. 
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